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TECHNOLOGY AND GOVERNMENTAL CHANGE"’ 


WILLIAM FIELDING OGBURN’ 


AT social changes are rapidly taking place today is a 
truism. The daily newspapers carry cartoons proclaim- 
ing it. Moving-picture films illustrate it. Why is the so- 

cial current moving so rapidly; why is the torrent so much dis- 
turbed? It was not always this way. Among isolated primitive 
peoples, the years that come and go are very much the same. A 
mother knows that her granddaughter will be doing about what 
her own grandmother did. No doubt such a relatively static con- 
dition existed among the Europeans of prehistorical times. But 
today no mother can predict five generations ahead what her off- 
spring will be doing. 

The volume of rapid social change is the outstanding, basic fact 
of modern times. No field of social life escapes its influence. No 
social phenomenon can be discussed without considering it. 

Why is there so much social change today and so little in an- 
cient times? The most probable answer, the result of quite ex- 
tensive study, is mechanical invention and scientific discovery. 
There is no doubt that useful inventions and researches cause so- 

* This is the first of a series of lectures given in 1935-36 at the University of Chi- 
cago under the general title “The Shifting Borderline between Government and 
Business.” 

? Dr. Ogburn is Professor of Sociology at the University of Chicago. 
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cial changes. Steam and steel were major forces in developing 
our extensive urban life. Gunpowder influenced the decline of 
feudalism. The discovery of seed-planting destroyed the hunting 
cultures and brought a radically new form of social life. The auto- 
mobile is helping to create the metropolitan community. Small 
inventions, likewise, have far-reaching effects. The coin-in-the- 
slot device changes the range and nature of salesmanship, radi- 
cally affects different businesses, and creates unemployment. 
The effects of the invention of contraceptives on population and 
social institutions is so vast as to defy human estimation. It is 
obvious, then, that social changes are caused by inventions. 

Not everything new, of course, comes from mechanical inven- 
tion. There are social inventions, also, as, for instance, propor- 
tional representation, social insurance, the holding company, and 
the League of Nations. Some social changes originate then from 
social inventions. Social inventions may have been precipitated 
by mechanical invention, as, for instance, the Interstate Com- 
merce Commission was caused by the railroads. The connection 
between the social invention and the mechanical is not so close in 
the case of the juvenile court, which results from changes in the 
urban family due in turn to the mechanical forces that produced 
city life. Some social inventions are so far removed from mechan- 
ical invention that any connection is scarcely discernable. Such 
would be the case with the invention of the parole of prisoners. 
On the other hand, some social inventions cause mechanical in- 
ventions. Thus a sales tax may bring out a new token money. A 
zoning law, as in New York, may force architectural devices to be 
used to modify the skyline; or an anti-noise campaign may cause 
the invention of a rubber horseshoe used in connection with milk 
wagons on early morning deliveries. 

Indeed, the more one studies the relationship between mechan- 
ical and social invention, the more interrelated they seem. Civil- 
ization is a complex of interconnections between social institu- 
tions and customs, on the one hand, and technology and science, 
on the other. The whole interconnected mass is in motion. When 
each part is in motion and banging up against some other part, 
the question of origins seems artificial and unrealistic. If one 
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pushes the question to the extreme, origins are lost in a maze of 
causative factors. 

The analysis can be carried further and clarified more, but at a 
cost of time. Such an effort would be beyond the scope of this 
paper. It may be said, however, that new contributions in tech- 
nology and science are more accumulative than new contribu- 
tions to customs and social institutions. And the bigger the accu- 
mulation of technology, the more probably there will be a greater 
number of new inventions. So in the course of time a great tech- 
nology has developed, accompanied by an enormous number of 
inventions which occasion social changes. But it is not necessary 
to accept completely such an analysis for the purpose of this pa- 
per. All that it is necessary to admit is that there are a very large 
number of inventions and patents every year, and that many of 
these cause social change. 

If an invention causes social change, then the invention must 
come first. Sometimes the consequent social change may come 
very quickly, almost immediately. Thus consolidated rural 
schools followed shortly after the coming of good roads and the 
automobile. In other cases, the social changes follow very slowly, 
requiring a century or more. As an illustration, the general prop- 
erty tax, that is adapted to a system of agriculture where property 
is visible, has persisted for a century after inventions increased 
greatly the proportion of our property that is tangible and ren- 
dered the general property tax unjust and inadequate. One may 
say, therefore, that technology moves forward and the social in- 
stitution lags behind in varying degrees. 

As to why so much time elapses between a technological devel- 
opment and the social changes it causes, there are a great variety 
of reasons, only one of which will be mentioned now. It is that the 
contact of the social institution with the technology is not direct 
but takes place through a varying number of intermediaries. A 
change in A will not effect a change in D directly but must effect 
a change in B first, which then changes C, which in turn reaches 
D. Time is required for such a process of change. Thus the inven- 
tion of the elevator increases the number of homes in apartment 
houses which leads to increased density of population, which 
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tends to lower the birth-rate, which sets free more of a married 
woman’s time, which finally increases the number of women em- 
ployed outside the home. It takes some time, therefore, for the 
invention of the elevator to affect the employment of women, or 
otherwise to spend its force as one social change after another is 
affected. 

A very common pattern is for the technological change to effect 
first an economic organization which, second, causes a change in 
some social institution, such as the family or government, and 
which finally causes a change in the social philosophy of a people. 
Thus technology brings the factors which take occupations away 
from the home, which cause a loss of other functions of the family, 
such as caring for the old, which cause the government to provide 
old-age pensions, which in turn tend to weaken the social philoso- 
phy of laissez faire. It is not claimed that such a process is uni- 
versal, has been true in all history or prehistory, or that there 
are not other different social processes. All that is claimed is that 
observation shows such a process to be fairly common today. 
Observation of the phenomena of the social change of modern 
times also reveals that governmental institutions are often the 
third link in this four-chain sequence, to wit, technology, indus- 
try, government, social philosophy. The statement of sequence is 
an elaboration of the theory of the economic interpretation of 
history, made by placing a technological factor before the 
economic factor. The economic interpretation of history really is 
a technological interpretation of history. 

This theory then means that technology through the media of 
other institutions is forcing changes in government, if we may fo- 
cus our attention on that particular institution. It follows also 
that changes in government come later than the precipitating 
technological changes. Our interest may now be turned to the 
question of how much later do changes in government occur, and 
is such a delay a serious matter? These questions may best be 
pursued by considering some illustrations. 

That governments are slow to change is shown by a consider- 
ation of county government. In the early history of the United 
States, where the great majority of the population followed farm- 
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ing as an occupation, when cities were rare and villages many, the 
county was a very significant un:t of government. The size of the 
county was a convenient one, having been laid out in terms of the 
horse and buggy and the inferior roads of the time. The distance 
of chief concern was that to the county seat, where the courthouse 
was located. The taxation base was largely farm wealth, and 
since the family of that time performed so many social functions, 
what the government did was not extensive. The social services 
were not developed very much at the time, and county govern- 
ment was not expensive. 

But the situation became changed because of the factory and 
because of the transportation inventions. The effect of the fac- 
tory was to differentiate the sources of wealth and concentrate it 
in cities, particularly the intangible forms of property. At the 
same time the factory transferred many governmental functions, 
formerly exercised by the family, over to various agencies of local 
government, thus increasing the cost. The county government 
became unable to meet modern problems, and as a government 
drifted into a subsidiary position among the various other forms. 
At the same time the automobile and the steam locomotive were 
perfected, which made it theoretically possible for a county gov- 
ernment to serve a much larger area as readily as it served in 
earlier days its present area. If the county were, say, ten times its 
present area, it would have a much wider base for raising revenue, 
a very important matter. The situation is further illustrated by a 
comparison with the wards of a city. One would not recommend 
that each ward of a city have a separate government financed 
from funds raised only from within the boundaries of the ward. 
The poorer wards would not be able to supply their own govern- 
mental needs. With the changed methods of transportation coun- 
ties are now somewhat like the wards in the preceding illustration. 
The expense of trying to maintain so many county offices in a 
state of efficiency is a burden on the taxpayer which could be alle- 
viated by consolidating counties, as was done with rural schools. 

Technology thus brings about a condition where fewer and 
larger counties are needed. But the county government does not 
change to keep pace with the advancing technology. This delay 
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is quite long and costly. In a severe depression, such as we have 
just experienced, it is a very serious handicap. 

This resistance of a social pattern to change is so common that 
social scientists have given it a scientific name, “cultural inertia.” 
Boundary lines between counties and states are peculiarly resist- 
ant to modification. Boundary lines of cities also are difficult to 
enlarge, but less so. If the boundary lines of counties are not 
changed so that a number of them may be consolidated, the gov- 
ernmental functions will tend to leave the county and go to units 
with a larger tax base, such as the state and the nation. 

A governmental pattern that is very inert may persist so long 
that it loses all its old functions and takes on an entirely new set. 
Such is the case with the persistence of the Monroe Doctrine, 
which has a different function from what it had a century ago. 

The government of peoples within the present areas of counties 
will have to make some kind of adjustment to meet the new tech- 
nological situation. Certainly the technological situation is not 
going to be changed backward to make an adjustment to an un- 
changed county. So there will be an adjustment in one way or 
another. But the question is, How costly will be the delay, how 
inefficient? The longer the delay, the greater the cost, the more 
inefficiency there will be the more maladjustment will result. 

A somewhat similar illustration, but less obvious, is the selec- 
tion of representation for legislative assemblies. The basis of se- 
lection in this country is geographical, which was quite appropri- 
ate at the time the assemblies were set up, for differences were 
largely geographical. Distances were great and communication 
undeveloped. Andrew Jackson fought the Battle of New Orleans 
three weeks after the War of 1812 was over and the treaty signed. 
He had not heard the news. The relative isolation of different dis- 
tricts meant that customs, manners, interests, and even dialects 
developed peculiar to different localities. But transportation, com- 
munication, and advertising have greatly changed these differ- 
ences. The newspapers are surprisingly alike as one travels from 
Atlantic to Pacific. Towns and cities show the same advertising, 
and the store windows the same displays. 

Meanwhile, other technologies have differentiated society into 
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a vast number of occupation and interest groups: laborers, far- 
mers, bankers, cotton growers, the foreign-born, the professions, 
etc. Formerly, nearly everyone was a farmer. Society has become 
more alike horizontally, so to speak, but vertically more differen- 
tiated. Yet, the basis of representation is still geographic in this 
country. The logical step to take, it is thought, would be to give 
representation to the interest groups. But the governmental pat- 
terns stay fixed. We have, then, a changing technology with con- 
sequent changes in economic and allied institutions, but a rigid 
governmental structure. What happens? In this case legislative 
lobbies, affording some sort of representation to these special in- 
terests, grow up outside the formal structure of constitutional 
government. Indeed, they have been called the third house. 
They are not recognized officially, as in Italy and in Russia. This 
sort of roundabout adjustment has lead some observers of the 
governmental process to think that a flexible people with ingenu- 
ity can make any governmental structure work. According to 
this attitude, it doesn’t make any difference what kind of a gov- 
ernmental structure we have; the right spirit in the people will 
make it click. This conclusion is only grossly true in wide limits. 
It simply means that the people will have some kind of govern- 
ment. But if we make more refined observations on degrees of 
adjustment and maladjustment, it would seem to be clear that a 
more flexible governmental structure would enable a happier ad- 
justment to a rapidly changing technology which goes its own 
way without having to make adjustments to government. 

The slowness of governmental structure to change is quite im- 
pressive as one studies the situation, at least so far as the United 
States is concerned in the course of its brief history. A very simple 
illustration of quite a minor character was accidentally observed 
recently in noting the comparisons of characteristics of rapidly 
growing cities and with those of cities with declining populations. 
The number of police per unit of population was quite consistently 
less for the rapidly growing cities and greater for the cities with a 
declining population. Why does a rapidly growing city have fewer 
police than a declining one of the same size? Quite probably, 
when the budget is made up for the coming year, the estimates are 
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based on the known past rather than on a problematical increase 
(or decline) of population. Furthermore, policies in regard to ten- 
ure of office may be against the practice of dismissals, and possibly 
of increases of staff. But, no matter what the reason, the govern- 
ment does not change quickly enough in increasing or decreasing 
the numbers of police to adjust to population changes. Again, it 
may be noted that population increases or decreases of cities are 
due largely to economic changes, as has often been shown; and 
these in turn rest on technology. 

One of the most important sources of extensive changes in gov- 
ernment is the decline of the family. Let us consider more fully 
this relationship, since it is not generally appreciated by students 
of political science or by students of sociology. The major 
changes in the family organization are due to technology. The 
steam engine as a source of power was too large for the dwelling- 
house with its home industries, and the larger buildings that were 
built over them were called factories. Spinning, weaving, furni- 
ture production, soap production, medicine-making, canning, 
baking, tailoring, sewing, laundering, followed the steam engine 
into the factory. When these economic functions were in the 
home, the family as an institution regulated and controlled indus- 
trial production and the conditions of labor. But with the trans- 
fer of production to the factory, industrial conditions were uncon- 
trolled for quite a time by any outside institution, but later the 
state took over certain regulations, such as those dealing with 
child labor, accidents, working conditions, and hours of labor, 
which were formerly handled by the family. Whether govern- 
ment in exercising such regulations has made a satisfactory ad- 
justment to this loss of economic functions by the family will be 
questioned by many persons who protest the existing order. 
There are those who argue that the Supreme Court still blocks the 
proper adaptation, and it may also be argued that the persistance 
of old boundaries to local governing areas delays a proper adapta- 
tion on the part of government to an industry that has sprawled 
over state lines. But most everyone will agree that the govern- 
ment delayed much too long in shortening the hours of labor of 
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children and in general in preventing the excesses of unregulated 
industrialism. 

With the loss of the economic functions from the family, there 
was a corresponding loss in other correlated functions. A very 
good illustration is the protective functions exercised by the fam- 
ily over its members. For instance, the police now afford families 
a protection once rendered by the adult males of the family with 
their sword. So also the family’s recognized obligation was to 
protect their children. Yet in many families under the condition 
of life in the city’s slums, where mothers are wage-earners, and 
where gangs thrive, the protection of children is shifted to govern- 
mental agencies, such as juvenile courts, reform schools, play- 
ground directors, and day nurseries. So, also, caring for the old 
was almost exclusively a family function before the modern tech- 
nological development, except in those accidental cases of badly 
broken kinship groups among the very poor, when the county 
poorhouse was provided. But now the transportation system 
scatters the members of the family groups to the different corners 
of the nation. The invention of contraceptives means that often 
there are no children to care for the old. The factory system 
brings more mobility of labor over longer distances than does 
household agriculture. Furthermore, the crowding of families in 
multi-family dwellings puts a premium on living space which 
makes the adjustment to the care of the aged more difficult, as 
does also the absence of a vegetable garden in cities. Private in- 
surance companies have not met the problem, so this family func- 
tion of caring for the old is being taken over by the state through 
the medium of old-age insurance. 

Indeed, it may be said that all forms of social insurance are 
functions taken over by the government from the family, because 
technology first changed the family which in turn forced a govern- 
mental change as new technological developments grew up out- 
side the homestead. This transfer of functions from the family to 
the state is not appreciated by the laissez-faire-ists. The family 
was once the chief regulatory agency over production, but as tech- 
nology moved production outside, it was more or less unregu- 
lated, until it was found that the state had to do what the family 
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once did in regulating working conditions. So, also, much of the 
proliferation of the functions of city governments so well de- 
scribed by many political scientists is really the collective hand- 
ling of functions that were done by the farm families before tech- 
nology changed the face of society. The breakdown of the family, 
accomplished by technology, is, then, in a way, the cause of the 
socialistic and fascistic trends of the state. 

From this analysis it follows logically that there must have been 
a delay in the transfer of functions from family to state. How 
serious was the maladjustment can only be determined by exam- 
ining each transfer separately. But the delay was quite seriously 
prolonged in the case of workmen’s compensation, and no doubt 
in the case of caring for the old and in unemployment insurance, 
as well as in other services. 

Another illustration of technology forcing a change lies in the 
field of international relations. Here the steamboat, the cable, 
and radio have meant trade and travel, investment and the flow 
of short-time securities. Yet Washington’s farewell address about 
entangling alliance is still quoted in support of an isolationist 
policy. An adequate governmental development to keep pace 
with the technology that is forcing contacts between nations and 
nationals would include the ambassadorial and consular service, 
trade and investment information bureaus, well-thought-out 
creditor and debtor policies, monetary programs, as well as more 
than an isolated attack on such an international problem as war. 
We have in recent years greatly improved the consular service and 
made much better provision for information about trade. But in 
most other relations, it is easy to show rather conspicuous inade- 
quacies. In this particular illustration it is quite difficult within 
the limits of this paper to prove that changes in our governmental 
machinery dealing with contacts with other nations have not kept 
pace with the technology that has increased there. But a brief ex- 
amination of the situation makes the hypothesis quite probable. 

The most convincing illustrations in support of the idea of gov- 
ernmental inertia against the pervasive force of technological 
change are naturally historical rather than contemporary. From 
the practical point of view there are many acute situations today 
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apparently owing to the slowness of governments to change, but 
this causal relationship is difficult to prove. Quite similar to the 
crisis in county government is the situation in reference to the 
suburban areas of the very large cities. The problem of govern- 
ment in suburban areas is precipitated by the automobile and 
rapid rail transportation, both of relatively recent origin. They 
have dispersed population and factories outward from the metro- 
politan center, but not yet has the city government been extended 
outward. Instead there has grown up a multiplicity of local gov- 
ernments, educational boards, sanitary commissions, park com- 
mittees, health units, town governments, and dock commissions, 
presenting overlappings as well as interstitial areas. The advan- 
tage of a larger central government by consolidation of these 
smaller local governing units is easily argued. The advantages of 
consolidation are not difficult to see in dealing with crime, where 
the narrow boundary lines of city governments are quite inade- 
quate to hold the criminal. He has learned the use of the automo- 
bile in making his escape, and his search for hide-outs has taken 
him into outlying regions where police surveillance is weak or 
non-existant. What is happening is the creation by technology of 
a new population unit—not a city, not a village, not a county. 
Indeed, there is as yet no name for it. For want of a better desig- 
nation it is sometimes called a metropolitan area. But while tech- 
nology has created this new population unit, there has not yet 
been created an adequate governing unit for it. 

An inquiry into the relations of technology and governmental 
change should include illustrations of governmental change pro- 
ducing new technologies. Perhaps the best illustration is that of 
war-time governmental organizations developing military inven- 
tions and machines useful in war. Here the governmental change 
would seem to precede the technology. War, however, is also ac- 
companied by a slowness to import military inventions found in 
other nations. Military establishments are not always up to date. 

There are, of course, many cases where governments take up 
directly a new invention and make use of it. Such is the case with 
the airplane. In such instances the reaction of government to 
technology is somewhat similar to industry. In these cases of 
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direct use by governments of tools, adaptation is quite rapid once 
the government decides to adopt the new machine. The situation 
is different, though, in those cases where the influence is less 
direct, but comes indirectly from the infringement of some other 
social institution which has felt earlier its direct influence. Thus 
the government seems to be slow in adjusting to the monopolistic 
industries that technology is encouraging, and in recognizing the 
public-utility status in several industries that appear to have 
reached that status today, again owing largely to technology. 

There is one type of governmental activity that very definitely 
encourages resistance to change. I refer to the courts in their 
practice of following precedent when interpreting a particular 
law. Law, itself, is in a peculiar position as regards social change. 
Common law is the codification of certain old customs on vital 
matters. Hence the common law crystallized the old and would, 
of course, be essential in stationary societies. New situations are 
dealt with by new laws from legislative bodies. The purpose of 
new laws, like the old, is to make rules that society is to follow. 
But naturally, rules, in so far as they are specific, as most legal 
rules are, are only applicable to situations that are continuing. 
Thus, law-makers and law-administers seem to have the functions 
of laying out grooves for the flow of human behavior and of trying 
to force human beings to fit into the grooves. Such an assignment 
is quite in conformity with life as found in a stationary society. 
But in our changir.g society, technology is continuously breaking 
up many of the grooves that law makes and administers. Thus 
law and technology are opponents as in a battle. So it is natural 
that the courts should hark back to precedent; and the adminis- 
trator is under oath to enforce the law, no matter what the 
changes may bring about. The lawyer loves the orderliness of his 
pattern of law and does not like to have it disarranged by inven- 
tion. Meanwhile, in our rapidly changing society, the legislatures 
have a difficult task with their large membership and their tradi- 
tion of deliberation, of keeping up with the new and changing con- 
ditions brought in by technology. 

The courts are thus an extreme case of special resistance to 
change, but other structures of government have also special 
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forces operating on them to resist change. The Constitution of 
the United States is thus too revered and hallowed an instrument 
to tamper with. The utterances of the fathers of our government 
are to be followed as literally as possible, so great is their halo, al- 
though they lived in a comparatively simple household economy, 
while ours is a quite complicated machine age. 

Some governmental structures are thus an unusual obstacle to 
change. Meanwhile, technology develops, is let loose on society, 
sweeping all before it. Time on the clock of technology cannot be 
turned back. We cannot return to the stone age, nor to the horse 
and buggy, nor to the plantation days of a rural economy. Tech- 
nology rolls on like a huge tidal wave, while governmental struc- 
tures stand like the rock of ages in a world of disorder—an irresist- 
able force meeting an immovable object. If governmental struc- 
tures won’t change and technology can’t be stopped, what will 
happen? The answer is that the impasse may be avoided, after 
delays long and painful enough, by developing practices not offi- 
cially recognized as governmental or political. These do the func- 
tions which a governmental structure would do if it had changed. 
Thus the legislative lobby performs, perhaps less well functions 
which would be performed by a reorganized legislature with a 
more adequate basis of representation. The basis of legislative 
representation does not change, the influence of technology in re- 
classifying social groups cannot be stopped, hence a new liasion 
body develops to make the old governmental body work, some- 
how under the new conditions. Of course, it is not strictly true, 
either, that governmental structures do not change. The Consti- 
tution is amended from time to time, and new administrative 
bodies do develop and even exercise legislative functions. But the 
tragedy lies in the delay. In conclusion, then, we may say, tech- 
nology cracks the whip, but because these extra liaison bodies do 
not develop rapidly and properly in the effort to make the lethar- 
gic governmental structure work, the institutions of society slip 
out of gear and humanity suffers because of it. 








THE PROBABLE DISTRIBUTION OF EXPENSES 
AND BENEFITS UNDER THE FEDERAL SYS- 
TEM OF DEPOSIT INSURANCE 


F. J. ELLERMAN’ 


"[% contention has been advanced quite frequently during 
the past two years that the expenses and benefits under the 
Federal System of Deposit Insurance, as provided for in 
the Banking Act of 1933, and retained upon a permanent basis in 
the Banking Act of 1935, will not be equitably or proportionately 
distributed among the participating banks. In the first place it is 
argued that the larger banks will contribute much more to the 
maintenance of the guaranty fund, i.e., in proportion to the ex- 
pected benefits to be derived therefrom, than will the smaller 
banks. Also, it is maintained that certain sections of the country 
will benefit at the expense of other sections—in other words, that 
certain sections as beneficiaries will receive relatively much more 
in benefits than they will contribute to the expenses of the guar- 
anty plan. These arguments do not necessarily question the de- 
sirability of a national system of deposit guaranty; but they do 
raise the question of the possible economic consequence for a cer- 
tain class of banks to provide benefits for another class of banks, 
or for a certain section of the country to provide benefits for other 
sections of the country. Briefly, it is the contention that sound 
banking is taxed for the benefit of unsound banking. It is the aim 
of this paper to study, in so far as available data permit, the prob- 
able distribution of expenses and benefits under the Federal Sys- 
tem of Deposit Insurance. 

Our experience in the guaranteeing of bank deposits on a na- 
tional scale is too brief, and our data are too meager, to make 
possible a direct study of the subject. Instead, one must resort to 
the study of a period in the past during which no guaranty plan 
was in operation, assuming, of course, that had the plan, as now 
devised, been in operation, events would have happened in ap- 
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proximately the same way as they did without it—in other words, 
that failures, say from 1921 to 1932, would have occurred in ap- 
proximately the same proportions between the larger and the 
smaller banks, and with about the same territorial distribution 
over the United States, as they did without the guaranty plan. 
These assumptions may or may not be true. Consequently, re- 
sults based thereon cannot be conclusive. However, under the 
existing circumstances, results derived by such a method afford 
the most probable answers to the questions at hand. 


DO THE LARGER BANKS CONTRIBUTE MORE RELATIVELY TO 
THE MAINTENANCE OF THE GUARANTY FUND THAN 
THE SMALLER BANKS? 

Total deposits constitute approximately the basis of contribu- 
tion to the guaranty fund by participating banks, while total de- 
posits of suspended participating banks measure roughly the rel- 
ative benefits derived from the fund. Total deposits classified as 
to the size of banks and sufficiently detailed information regard- 
ing suspended banks, over a period of time, are available only for 
national banks. Therefore, it will be necessary to restrict this 
phase of the study to a consideration of national banks. 

Table I shows total deposits of all national banks for the dates 
indicated.? Total deposits classified on this basis were available 
only for the three years 1921-23. The amount of the average de- 
posit for each class of banks was computed (row A), and the per- 
centage which each of these average figures is of the total of the 
averages was also computed (row B). Thus the percentages in 
row B indicate the proportion of total deposits which each class 
of banks supplied on the average for the three-year period. The 
cumulative percentages in row C, which were obtained by adding 
progressively the percentages in row B, represent the proportion 
of total deposits that national banks, with capital stock not great- 
er than the upper class limit of the class under which the cumula- 
tive percentage is quoted, supplied. For example, all national 
banks with capital stock of $50,000 and less supplied 11.603 per 
cent of total deposits, while those of $200,000 capital stock and 


2 Report of the Comptroller of the Currency, 1921, 1922, 1923. 
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less and those of $500,000 capital stock and less supplied 33.436 
per cent and 47.343 per cent, respectively. 

The reports of the Comptroller of the Currency give informa- 
tion regarding national banks in charge of receivers during each 


TABLE I 


TOTAL DEPOSITS OF NATIONAL BANKS—CLASSIFIED 
(In Thousands of Dollars) 








Capital Over Over Over Over Over 
P $25,000, | $50,000, | $200,000, $500,000, $1,000,000, Over 
$25,000 Not over | Not over | Not over ot over | Not over | $5,000,000 

Sy $50,000 | $200,000 | $500,000 | $1,000,000 | $5,000,000 





As of September 6, 
192I.........+- $66,633] 1,351,593] 3,314,124] 2,121,219] 1,501,619] 2,634,301) 3,176,841 
September 15, 1922] 565,706] 1,250,095] 3,483,504] 2,232,850] 1,743,491] 3,380,441| 3,933,495 
December 31, 1923] 612,085] 1,351,593] 3,923,327] 2,404,847| 1,956,064) 3,580,728] 3,940,217 
(A) Average for the 
years...| 581,504] 1,317,760] 3,573,648] 2,276,305] 1,733,724] 3,201,490] 3,683,517 
(B) Percentage of 
total deposits 3-553 8.051 21.833 13.907 10.592 19.559 22.504 


(C) Cumulative 
tages...| 3.553 | 11.603 33.436 47.343 57-935 77.494 99.998 






































TABLE II 
TOTAL DEPOSITS OF SUSPENDED NATIONAL BANKS 
(In Thousands) 
; Over Over Over Over Over 
Capital of | $25,000, | $50,000, | $200,000, 5 pega $1,000,000, Over 
$25,000 | Not over | Not over | Not over ot over | Not over | $5,000,000 
$50,000 | $200,000 | $500,000 | $1,000,000 | $5,000,000 
GOT cncecccces 354 2,593 ° 2,947 ° ° ° 
DE ccccsceves 1,659 3,671 7,029 ° ° ° ° 
Scceceveces 1,678 798 2,240 1,383 ° ° ° 
Gi ccc veeeaas 2,261 5,887 10,922 ° ° ° ° 
Ti ccastenned 8,856 9,652 26,443 7,839 198 ° ° 
6,183 7,763 20,569 2,883 ° ° ° 
(A) Total. ..... 20,991 30,364 87, 263 15,052 198 ° ° 
(B) Percentage 
of total to 
— total.| 13.642 19.734 56.713 9.782 0.129 ° ° 
(C) Cumulative 
percentages.| 13.642 33.376 90.089 99.871 TS ee ee 


























year ending October 31. Among other things, the information 
contains the date upon which the receiver was appointed, capital 
stock at date of failure, and total deposits at date of failure. The 
construction of Table II involved the assigning of the total de- 
posits at date of failure of each bank to its proper group, accord- 
ing to the classification in Table I. Although the results of Table 
II are to be compared with the results of Table I, it nevertheless 
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was thought advisable to use the longer period for Table II be- 
cause of the erratic tendencies in bank failures. The longer period 
should make it less likely that the results shown might not be 
representative. Since total deposits show little tendency to vary, 
the shorter period taken for them should not affect the propor- 
tions appreciably. Row A shows the total deposits of failed na- 
tional banks by classes. Row B shows the ratio which the total 
for each class bears to the grand total. The cumulative percent- 
ages in row C were obtained, as in Table I, by adding progressive- 
ly the percentages in row B. They represent in this case the pro- 
portion of the deposits-of failed national banks supplied by banks 
with capital stock not greater than the upper class limit of the 
class under which the cumulative percentage appears. Banks with 
capital stock of $50,000 and less supplied 33.376 per cent, banks 
with capital stock of $200,000 and less supplied 90.089 per cent, 
and banks with capital stock of $500,000 and less supplied 99.871 
per cent, of the deposits of failed national banks. 

A comparison of Tables I and II reveals that national banks 
with capital stock of $50,000 and less supplied 11.603 per cent of 
total deposits and 33.376 per cent of the deposits of failed national 
banks; that national banks with capital stock of $200,000 and less 
supplied 33.436 per cent of total deposits and 90.089 per cent of 
the deposits of failed national banks; and that national banks 
with capital stock of $500,000 and less supplied 47.343 per cent of 
total deposits and 99.871 per cent of the deposits of failed national 
banks. It is of interest to note that national banks with capital 
stock of $500,000 and less supplied less than half of the total de- 
posits and practically all of the deposits of failed national banks. 

The Comptroller of the Currency, in his report, gives total de- 
posits of all national banks, classified on a slightly different basis 
from that in Table I, for the consecutive years 1927-31, inclusive. 
Table III shows total deposits according to this classification for 
the five-year period. Row A shows the average of these deposits 
for each class of banks. Row B is the percentage which the aver- 
age deposit for each class of banks bears to the total of all the 
averages. Row C, the cumulative percentages, shows that na- 
tional banks with capital stock of less than $50,000 supplied 2.919 
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per cent, those with capital stock of less than $500,000 supplied 
34.055 per cent, and those with capital stock of less than 
$5,000,000 supplied 66.863 per cent of total deposits. 

Table IV, the data for which likewise were taken from reports 
of the Comptroller of Currency, shows the total deposits of all 
national banks placed in receivership during each year from 1926 
to 1932, inclusive, classified on the basis of the amount of capital 
stock as in Table III. The longer period is used here for the same 
reason as in Table II. Row A indicates the total deposits for each 
class of banks suspended. Row B is the percentage which the to- 
tal for each class of banks bears to the grand total. The cumula- 
tive percentages in row C show that national banks with capital 
stock of less than $50,000 supplied 9.580 per cent, those with cap- 
ital stock of less than $500,000 supplied 66.726 per cent, and those 
with capital stock of less than $5,000,000 supplied 100 per cent of 
the deposits of failed national banks. 

A comparison of Tables ITI and IV reveals that national banks 
with capital stock of less than $50,000 provided 2.919 per cent of 
total deposits and 9.58 per cent of the deposits of failed national 
banks; that those with capital stock of less than $500,000 pro- 
vided 34.055 per cent of total deposits and 66.726 per cent of the 
deposits of failed national banks; and that those with capital 
stock of less than $5,000,000 provided 60.863 per cent of total 
deposits and all of the deposits of failed national banks. 

The experience of the year 1933 has been treated separately 
because the results for that year were so different from those of 
the other years as to suggest that the situation in 1933 might have 
been unusual or exceptional. Table V shows total deposits in 
thousands of dollars classified as to capital stock as of June 30, 
1933, and deposits of suspended national banks as of date of fail- 
ure for the year ending October 31, 1933. National banks with 
less than $50,000 capital stock supplied 1.966 per cent of total 
deposits and 2.243 per cent of the deposits of failed national 
banks; those with less than $500,000 capital stock supplied 27.992 
per cent of total deposits and 18.204 per cent of the deposits of 
failed national banks; those with less than $5,000,000 capital 
stock supplied 53.343 per cent of total deposits and 35.099 per 
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cent of the deposits of failed national banks; and those with less 
than $50,000,000 capital stock supplied 79.285 per cent of the to- 
tal deposits and 100 per cent of the deposits of failed national 
banks. 

A more detailed consideration of the situation in 1933 reveals 
that two banks accounted for 64.90 per cent of the total deposits 
of failed national banks for this particular year. The Guardian 
National Bank of Commerce, Detroit, Michigan, with capital 
stock of $10,000,000, had total deposits of $113,966,273 as of date 
of failure; and the First National Bank, also of Detroit, Michigan, 
with capital stock of $25,000,000, had total deposits of $398,- 
763,166 as of date of failure. The former accounted for 14.426 per 
cent and the latter for 50.475 per cent of the total deposits of 
failed national banks for the year ending October 31, 1933. It is 
significant to note that this was the first time (and incidentally the 
only time) in seventy-two years of national banking experience 
that a national bank with a capital stock of so much as $5,000,000 
has failed. The failure of two national banks of such size, on the 
same day and in the same city, was indeed most extraordinary. 

There remains to be considered the question of how representa- 
tive or typical national banks may be of all commercial banks in 
respect to the distribution of expenses and benefits among the 
various classes of banks. This is a very significant question, since 
7,784 of the 14,211 insured banks as of June 30, 1935, were state 
banks, not members of the Federal Reserve System, while 987 
were state banks, members of the Federal Reserve System, and 
the remaining 5,440 were national banks. 

Table VI, showing the number of bank failures from 1921 to 
1932, Classified as to size of banks, may throw some light on the 
subject. It will be noted that 64.07 per cent of state banks, not 
members of the Federal Reserve System, which failed had capital 
stock of $25,000 or less, while only 30.58 per cent of national 
banks and 22.49 per cent of state banks, members of the Federal 
Reserve System, which failed had capital stock of $25,000 or less. 

Of the failures of state banks, not members of the Federal Re- 
serve System, 88.85 per cent were of banks each with capital stock 


3 Report of the Comptroller of the Currency, 1934. 
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of $99,000 or less, while 60.77 per cent of state banks, members of 
the Federal Reserve System, which failed each had capital stock 
of $99,000 or less, and 71.02 per cent of national banks which 
failed each had capital stock of $99,000 or less. It seems probable, 
therefore, that in so far as deposits of failed banks are concerned, 
the smaller banks would supply a larger proportion of the total 
in the case of state banks, not members of the Federal Reserve 
System, than that proportion supplied by national banks. State 

















TABLE VI 
BANK SUSPENSIONS, 1921-32 
NATIONAL BANKS Sues Ben. 
MEMBER BANKS MEMBER BANKS 
Capital Stock 

Percent- Percent- Percent- 
Number age of Number age of Number age of 
Total Total Total 
Less than $25,000..... ° ° 2 0.48 | 3,650 | 42.13 
PaaS 493 | 30.58 92 22.01 1,901 21.04 
$ 25,100-$ 49,000.... 141 8.74 48 11.48 810 9.35 
$ 50,000-$ 99,000.... 511 31.70 112 28.80 1,337 15.43 
$100, 000-$199,000.... 284 | 17.62 84 20.09 600 6.93 
$200 ,c00-$gg9 ,000.. .. 170 10.55 57 13.64 238 3-90 
$1,000,000 and over... 13 0.81 23 5.50 27 0.31 
, ree eer 1,612 | 100.00 418 | 100.00] 8,663 | 99.99 























banks, members of the Federal Reserve System, probably would 
show a smaller proportion of the total deposits of failed banks 
supplied by the smaller banks than in the case of national banks. 


TERRITORIAL DISTRIBUTION OF 
EXPENSES AND BENEFITS 

The second question to be considered is the territorial distribu- 
tion of expenses and benefits under the Federal System of Deposit 
Insurance. Will some sections of the country be likely to contrib- 
ute proportionately more toward the maintenance of the guaranty 
fund than they, as a section, will receive in benefits from the 
fund? Table VII has been devised in the hope of throwing some 
light on the subject. The data were taken from the annual reports 
of the Federal Reserve Board. All member banks of the Federal 
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Reserve System are represented for the period being considered, 
viz., 1921-32, inclusive. The territories or sections considered are 
the Federal Reserve districts. 

Column 1 is the average of total deposits for members of the 
Federal Reserve System, as of June 30, or the nearest date there- 
to, for the twelve-year period.* Column 2 is the percentage 
which each of these average figures is of the total of the averages— 














TABLE VII 
TOTAL DEPOSITS AND DEPOSITS OF SUSPENDED MEMBER BANKS, 1921-32 
(1) (2) (3) (4) (s) 
Deposits . 
District Average Percentage of Banks Percentage Ratio of 
Deposits Column 3 
. of Total Suspended of Total 
(in Thousands) : to Column 1 
(in Thousands) 

eee 2,223,702 6.88 61,524 3.09 2.77 
New York......| 10,546,031 32.62 285,051 14.30 2.70 
Philadelphia....| 2,163,903 6.69 38,069 1.91 1.76 
Cleveland...... 2,956,735 9.15 271,379 13.61 9.18 
Richmond...... 1,160,898 3-59 108, 191 5.43 9.32 
SS 1,615,032 4-99 123,568 6.20 7.65 
Coaene........ 4,520,868 14.00 393,130 19.72 8.70 
ae re 1,193,757 3.69 277,130 13.90 23.21 
Minneapolis. . . . 920, 387 2.85 119,043 5.92 12.93 
Kansas City....| 1,292,277 4.00 go, 108 4.57 6.97 
SR 827,760 2.59 103,416 5.18 12.34 
San Francisco...| 2,894,655 8.95 122,695 6.16 4.24 
. ae 32,326,014] 100.00 1,993,304 99.99 6.17 




















in other words, column 3 represents the proportion of the total de- 
posits of banks, members of the Federal Reserve System, suspend- 
ed during the twelve-year period. Column 4 is the percentage or 
the proportion of total deposits of suspended banks which each 
district supplied. By comparing the percentages in columns 2 and 
4, one can get an idea of the distribution of expenses and benefits 
among the districts. The New York district supplied almost one- 
third of the total deposits, but only one-seventh of the deposits of 
failed banks. St. Louis district supplied about one-twenty-sev- 
enth of the total deposits and almost one-seventh of the deposits 


4 December 31 was used for 1921. 
5 Includes deposits of banks subsequently reopened. 
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of failed banks. Boston, New York, Philadelphia, and San Fran- 
cisco were the only districts which would have supplied propor- 
tionately more of the expenses than they would have received as 
benefits. These four districts supplied 55.14 per cent of total de- 
posits and only 25.46 per cent of total deposits of failed banks. 
The remaining eight districts supplied 44.86 per cent of total de- 
posits and 74.53 per cent of the deposits of failed banks. 

These inequities in the distribution of expenses and benefits 
among the districts may be aggravated further by differences in 


TABLE VIII 
PROBABLE PERCENTAGE OF TOTAL DEPOSITS THAT WOULD HAVE BEEN 
SUBJECT TO INSURANCE IN EACH FEDERAL 
RESERVE DISTRICT, MAY, 1933 
(In Thousands) 

















Total Percentage Total Percentage 
Federal Deposits Federal Deposits - 
Reserve All Member yeaa sg Reserve All Member — 1m 
District Banks, May ~saetiieae District Banks, May <raheareny 
13, 1933 13, 1933 
Boston........ 1,749,767 47.69 oe 2,530,128) 41.24 
New York..... 8,938,531 28.92 St. Louis. ..... 742,185 54.09 
Philadelphia. . .| 1,806,063) 51.81 Minneapolis. . . 648,908) 57.15 
Cleveland...... 1,702,732 51.49 Kansas City... 915,584) 409.04 
Richmond..... 823, 101 55-33 TN ip ais 629,751 55-14 
Atlanta........ 661,339) 50.61 San Francisco. .| 2,304,218} 57.79 

















the size of deposit accounts. The Banking Act of 1935 guarantees 
deposit accounts only up to $5,000. Information is available from 
which may be computed the average size of deposit accounts for 
all licensed member banks, 5,500, as of May 13, 1933.° Rather ex- 
treme variations in this average are revealed among the several 
Federal Reserve districts. For example, the average account for 
the New York Federal Reserve District was $1,497, while for the 
Atlanta Federal Reserve District it was $405. More significant, 
however, is the average size of accounts amounting to over $5,000 
each for the respective districts. The average for the 153,525 ac- 
counts of $5,001 and over for the Federal Reserve District of New 
York was $46,386, while the averages for accounts of $5,001 and 


6 Annual Report of the Federal Reserve Board, 1933, p. 180. 
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over for the Federal Reserve District of Atlanta and for the Fed- 
eral Reserve District of Minneapolis were $25,387 and $22,393, 
respectively. 

Table VIII shows the proportion of total deposits for each 
Federal Reserve district, May 13, 1933, that would have been 
insured had the guaranty plan been in operation at that time. 
The figure for insured deposits was derived by multiplying the 
number of accounts of $5,001 and over by $5,000, representing the 
maximum amount of insurance per deposit under the Banking 
Act of 1935, and adding the total deposits for accounts of $5,000 
and less. The ratio of insured deposits for each district to the total 
deposits for each district was then computed. 

Less than 29 per cent of all deposits of licensed member banks, 
as of May 13, 1933, would have been insured in the Federal Re- 
serve District of New York if the guaranty plan had been in force 
at that time, while over 57 per cent of total deposits would have 
been insured in the Federal Reserve districts of Minneapolis and 
San Francisco. 

CONCLUSION 

If one regards the experience of 1933 as most extraordinary, 
and believes it is not likely to occur again in several decades, the 
evidence then warrants the conclusion that the larger banks will 
very probably contribute much more proportionately to the ex- 
penses of the Federal System of Deposit Insurance than they will 
receive in benefits. This conclusion is based on two comparisons: 
The first comparison, Tables I and II, showed that national banks 
with capital stock of not more than $500,000 supplied less than 
one-half of the total deposits but practically all of the deposits of 
failed national banks, while those with more than $500,000 capital 
stock supplied more than half of the total deposits and practically 
none of the deposits of failed national banks. The second com- 
parison, Tables III and IV, showed that national banks with less 
than $500,000 capital stock supplied about one-third of total de- 
posits and about two-thirds of the deposits of failed national 
banks, while those with $500,000 capital stock and over supplied 
about two-thirds of the total deposits and one-third of the de- 
posits of failed national banks. 
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The evidence likewise supports the conclusion that territorial 
maladjustments in the distribution of expenses and benefits are 
very probable. The New York Federal Reserve District is likely 
to suffer most severely in this respect. This will be due in part to 
its supplying much more proportionately in total deposits than in 
deposits of failed banks, and in part to the fact that a much small- 
er proportion of its total deposits will be insured than in other 
districts, because the average-sized accounts in the New York 
Federal Reserve District is much larger than in other districts. 

These disproportions in the probable distribution of expenses 
and benefits as between the larger and smaller banks and as be- 
tween territories suggest the desirability of a direct study of the 
subject as soon as sufficient experience permits, with the aim of 
devising a basis for assessing members of the Federal System of 
Deposit Insurance more in line with the probable benefits to be 
derived therefrom. Otherwise, the operation of the deposit guar- 
anty scheme may not only penalize size per se, as it is not incon- 
ceivable it was intended to do; it may do more—and worse. It 
may subsidize imprudent bank management and inefficient bank 
administration. If the former effect were desired, perhaps as part 
of a comprehensive decentralizing process such as Justice Bran- 
deis has for so many years and so forcefully advocated, it might be 
realized by alternative means which need not bring in their train 
the latter consequences. Presumably, none would wish to pro- 
mote these; yet it is manifest from the foregoing study that the 
deposit guaranty law as at present framed must inevitably tend 
to do just that. Adjusting the premium to the risk is a sound 
principle of insurance. Failure to make such an adjustment is not 
to “insure,”’ i.e., to spread the incidence of loss from adverse con- 
tingencies, but is to “imperil,” i.e., to aggravate the risk itself. 








EVOLUTION AND ANALYSIS OF THE BANKING 
ACT OF 1935 


WALTER F. CROWDER’ 


I 


N FEBRUARY 5, 1935, Representative Henry B. Stea- 
() gall, chairman of the Banking and Currency Committee 
of the House, introduced the banking bill of 1035 in the 
House (H.R. 5357), and on February 6, Senator Duncan U. 
Fletcher, chairman of the Banking and Currency Committee of 
the Senate, introduced the same bill in the Senate (S. 1715). Ina 
letter from President Rossevelt, which was incorporated in the 
Senate hearings on the banking act of 1935, the source of this 
original bill was made clear. In this letter President Roosevelt 
indicated he had asked that a tentative draft of the desired legisla- 
tion be drawn up by Mr. Leo T. Crowley, chairman of the Federal 
Deposit Insurance Corporation, Mr. Marriner S. Eccles, governor 
of the Federal Reserve Board, and Mr. J. F. T. O’Connor, con- 
troller of the currency. It was thus clearly an administrative 
measure, and as such it has been regarded. The original draft was 
popularly called the Eccles Bill. Rightly, however, this name 
should have been applied only to Title II of the original draft of 
the bill. 

The House committee held hearings on the bill for twenty-five 
days during February, March, and April. In a slightly modified 
form, but with the essential features still intact, the bill passed the 
House in May with a good majority and a great deal of en- 
thusiasm. 

In the Senate its progress was far from smooth. Here the new 
bill, which would change the whole theory and monetary philoso- 
phy of the Federal Reserve Act, met its jealous father and zealous 
guardian, Senator Carter Glass. In a small subcommittee, hear- 
ings on the bill were held from April 19 to June 3, 1935. On July 


* Instructor in economics, University of Iowa, Iowa City, Iowa. 
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29 the Senate passed a banking bill which had little resemblance 
to the original. It was really a new bill which had been worked 
out by Senator Glass and his subcommittee and later approved 
with slight changes by the full Senate Banking and Currency 
Committee. This new Glass Bill went to a joint legislative com- 
mittee from which it emerged and was passed by both the Senate 
and the House and signed by the President, August 23, 1935. 

Thus there are two bills to be considered, the Eccles Bill, or the 
bill as originally presented to the House and Senate, and the bill 
as it was finally passed. The course of this banking bill until it 
became a law presents the possibilities inherent in legislation by 
democratic processes as opposed to dictatorial edicts. Walter 
Lippmann, in commenting upon the passage of this bill, says: 

By an unusual combination of circumstances the bill fell into the hands of 
uninflammable men... . . None of them felt called upon to go forth and 
make a brawl ofit..... The result is a bill which is fundamentally stronger 
than the first drafts, a bill which is not a victory or a defeat for anyone, 
but is simply the outcome of a useful discussion by honest and reasonable 
and modest men..... If the Utility Bill is a shining example of how not 
to go about a reform, the Banking Bill is an excellent example of how to go 
about it..... The essential difference lies in the fact that the Banking Bill 
was in the hands of moderate men looking for results, whereas the Utility 
Bill was in the hands of fanatics looking for a fight. 


II 


The proposals of the original bill present a radical departure 
from banking theory which underlay the Federal Reserve Act as 
it was drawn up in 1013 and as it operated during the twenties. 
In several of its sections this new bill would only have made per- 
manent some of the temporary features of the Glass-Steagall Act 
of 1932, the Banking Act of 1933, and the Gold Reserve Act of 
1934. But the whole tenor of the bill indicated the desire on the 
part of its sponsors to bring about a highly centralized banking 
system which would be immediately and directly responsible in 
the formulation and execution of monetary policy to the political 
authority of the moment. The assumptions which underlay the 
bill were posited on the view that if we are to have any degree of 


? The New York Herald-Tribune, July 7, 1935. 
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business stability we must do away with laissez faire in banking. 
It was believed also that through monetary management of the 
kind suggested, through deliberate and concentrated control, 
price changes and fluctuations in business could be avoided. Very 
little consideration was given to positive means of bringing the 
desired end about. The feeling seemed to be that, if only the con- 
trol were given, the controllers would know what to do in any 
emergency. It was frequently pointed out in the hearings that 
had we had this strong control in 1928 we could have avoided the 
disaster in 1929. It seems to be generally agreed that monetary 
control of the centralized type can stop a boom, but the advocates 
of control seem much less eager to risk their reputations by sug- 
gesting positive means for bringing about the return of prosperity. 
The reluctance to suggest a universal panacea by those who urge 
a controlled economy is much more evident in 1935 than it was in 
1933. The wholesale failures of the panaceas of 1933 perhaps ac- 
count for this reluctance. 


OBJECTIVES OF THE BILL 

The bill’s objectives as stated by Governor Eccles in the House 
hearings were as follows: 

The present need is to so modify our banking law as to encourage the 
banking system to give a full measure of cooperation to efforts at economic 
recovery. It is even more important from the longer time point of view to 
so modify our banking structure and administration as to have it become an 
influence toward the moderation of fluctuations in employment, trade, and 
business. This would tend not only to avoid the particular evils that came 
to a head in 1928 and 1929, but to so regulate underlying conditions as to 
diminish the possibility of a speculative boom getting under way. For when 
speculation is once under way it is extremely difficult to control, and the 
only means of preventing excesses is to combat conditions that are favorable 
to their inception and early development. 

In order to accomplish this it is necessary to improve our machinery of 
monetary control, which is the principal objective of title II of the proposed 
bill. 

More specifically these objectives are to increase the ability of the banking 
system to promote stability of employment and business insofar as this is 
possible within the scope of monetary action; as a necessary step in that di- 
rection, to concentrate the authority and responsibility for the formulation 
of national monetary policies in a body representing the Nation; to modify 
the structure of the Federal Reserve System to the extent necessary for the 
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accomplishment of these purposes, but without interfering with regional 
autonomy in matters of local concern; and finally to relieve the banks of the 
country of unnecessary restrictions that handicap them in the proper per- 
formance of their functions and thus to enable them to contribute more 
effectively to the acceleration of recovery. 


This statement of Mr. Eccles expressed the objectives of Title 
II of the bill. Under this title was incorporated the amendments 
which related to the Federal Reserve Act, and it was around the 
proposals of this title that most of the controversy centered. 
Title I dealt with amendments relating to the Federal Deposit 
Insurance Corporation, and Title III dealt with technical changes 
of a non-controversial nature. 


TITLE I 


Membership in Reserve System.—The object of Title I of the bill 
was to bring all the commercial banks in the country into the 
Federal Reserve System, thus to render the control of credit by 
the Federal Reserve System more complete and effective. This 
point was not objected to by big city banks, as they were already 
members of the system, but many small bankers serving small 
communities opposed the move very strongly. It was proposed 
that the Federal Reserve Board should be permitted to relax or 
waive capital and other requirements that small non-member 
banks, unable to qualify for membership at the present time, 
might be induced to become members (Sec. 202, Title IT). 

Federal Deposit Insurance Corporation——At the time the bill 
was introduced bank deposits were insured up to a maximum of 
$5,000, with the assessment premiums based on the insured de- 
posits. Under the bill it was proposed that the premiums be 
levied against the total deposits of a bank, the rate being one- 
twelfth of 1 per cent per annum. This figure was probably ar- 
rived at in the manner indicated in the following testimony of 
Mr. Crowley, chairman of the board, Federal Deposit Insurance 
Corporation: 

The experience of the past 70 years indicates that to repay losses suffered 
by all depositors in our suspended commercial banks, an assessment of 33 
cents per $100 of total deposits, or one-third of one per cent of total deposits 


3 Hearings before the Commitiee on Banking and Currency (House of Representa- 
tives, Banking Act of 1935), p. 180. 
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in all open commercial banks, would have been necessary. Excluding the 
losses incurred during the three depression periods (1873-78; 1892-07; 1931- 
34) and confining ourselves to losses occurring during the balance of the 70 
years an assessment of one-eighth of one per cent would have been necessary.‘ 
By better and closer supervision, through more profitable banking 
due to a less overbanked situation, and through the psychological 
factor of having an insurance scheme, it was believed that even 
less than one-eighth of 1 per cent per annum of total deposits 
would be necessary as a premium, namely, only one-twelfth of 1 
per cent per annum was decided upon. If all deposits were in- 
sured, or if the assessments were only on the basis of insured de- 
posits, it was estimated that the rate would need to be twice as 
high. The proposal to establish a definite rate of assessment was 
in itself a desirable move. It would have removed an element of 
uncertainty and unpredictability from bank management that 
was present under the original insurance scheme where the extent 
of the assessment was unknown. The larger banks complained 
that they would have to pay a larger amount in relation to their 
insured deposits than small banks. In small banks the individual 
deposit accounts of less than $5,000 constitute a large portion of 
their total deposits, while large banks have a larger portion of 
their total deposits uninsured due to the size of the individual de- 
posits. Banks of both size, however, pay on total deposits. Even 
though not completely satisfactory, this provision was considered 
better by the large banks than that of the permanent plan for 
which it was substituted. 

Before being admitted to the insurance provisions of the 
F.D.I.C. it would be necessary, according to the bill, for new 
banks, or old banks applying for the first time, to be certified by 
the controller of the currency. The following points were to be 
considered: 

The financial history and condition of the bank, the adequacy of its capi- 
tal structure, its future earnings prospects, the general character of its man- 
agement, the convenience and needs of the community to be served by the 
bank, and whether or not its corporate powers are consistent with the pur- 
poses of this section [Sec. 7, Title I]. 


4 Hearings before a Subcommittee of the Committee on Banking and Currency 
(United States Senate, Banking Act of 1935), p. 27. 
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Mr. Crowley felt that this additional power of certification should 
be given the Corporation: 

To maintain sound conditions among all insured banks it is essential 
that the Corporation have the power to control the admission of banks to 
the insurance fund. We cannot return to the overbanked condition of 1920 
if we wish to have a sound banking structure. The growth of excessive 
banking facilities was one of the most destructive influences which existed 
prior to the banking holiday of 1933.5 
This power of certification for eligibility in the insurance plan and 
the power to withdraw the insurance protection from insured 
banks were such strong pressures that an individual bank could 
have done little other than as directed by the Corporation. The 
restriction of the right to enter business, a sort of negative direc- 
tion of capital movement, would certainly have been a step away 
from the economic philosophy of the past century and a half. 


TITLE I 

Federal Reserve banks —It was in Title I that the revolutionary 
provisions of the bill were found. Therein were suggested the 
changes whereby the Federal Reserve Board would have its pow- 
ers increased to the point where they would have become com- 
parable to those vested in the boards of directors of the central 
banks of Europe. The semi-autonomous control previously exist- 
ing in the relationship between the Reserve banks and the Board 
would have been removed. The bill would have bestowed virtu- 
ally complete control of credit on the Board. The Board, in its 
turn, would have become much more directly responsive to the 
wishes of the Administration. To take these provisions in greater 
detail, Section 201, Title II, provided that the then existing offices 
of governor and chairman of the board of directors of each Federal 
Reserve bank should be combined. The term of each Class C 
director was to be three years. The term of office of the governor 
as a Class C director should expire when he ceased to be governor. 
The governor was to be appointed annually by the board of direc- 
tors subject to the approval of the Federal Reserve Board. All 
officers and employees were to be made directly responsible to the 
governor. This arrangement would establish a direct relationship 


5 Ibid., p. 31. 
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between the Board and the Reserve banks, an arrangement which 
one would expect if the Board was to be made responsible for 
monetary control. If a Federal Reserve agent of a Reserve bank 
was not appointed governor, he should cease to be a Class C 
director and chairman of the board of directors. The duties of the 
Federal Reserve agent were to be performed by such person as the 
Federal Reserve Board should designate. 

Federal Reserve Board.—Section 203 related to the membership 
and duties of the Federal Reserve Board. Here the new function 
of the proposed Board was stated: “In selecting the six appoint- 
ive members of the Federal Reserve Board the President shall 
choose persons well qualified by education or experience or both 
to participate in the formulation of national economic and mone- 
tary policies.”” This is to be contrasted with the original objective 
of the Federal Reserve Act, that is, the System was to “accommo- 
date trade.”” The implication throughout the Eccles Bill was that 
the Board should do all in its power to mitigate or avoid business 
fluctuations. The governor of the Board was to be appointed by, 
and was to serve until the further order of, the President. Provi- 
sion was also made for retirement of Board members and for their 
pensioning. 

Federal Open-M arket Committee —Section 205 set up a five-man 
committee called the Federal Open-Market Committee. In giv- 
ing the Board control over open-market operations of the Reserve 
banks, this section concentrated in the hands of the Board the 
strongest means available for controlling both the volume and the 
price of credit. According to the bill, this Open-Market Commit- 
tee was to be composed of three members of the Board selected by 
the Board (the governor of the Board was always a member of the 
Committee), and two governors of Reserve banks selected by 
governors of the Reserve banks, thus giving the Board three mem- 
bers on a five-man committee. This Committee was to 
transmit to the Federal Reserve banks resolutions setting forth policies 
which in the judgment of the Committee should be followed with respect to 
open-market operations of the Federal Reserve banks, and the Federal 
Reserve banks shall conform their open-market operations to the provisions 


thereof. 
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Rediscount provisions Section 206 greatly relaxed the redis- 
count provisions of the original Federal Reserve act. “Any Fed- 
eral Reserve bank may discount any commercial, agricultural or 
industrial paper and may make advances to any such member 
bank on its own promissory notes secured by any sound assets of 
such member bank.” The provision of the original act prevented 
the discounting of much of the paper held by the member banks 
during the present depression. Much of the testimony offered be- 
fore the House and the Senate hearings on the bill indicated that 
a large portion of the assets of member banks were not eligible at 
all, and further that in many instances the soundest assets of 
the banks were of such a nature as not to be eligible for redis- 
count. 

The move to legalize the discounting of all types of paper would 
seem to weaken rather than strengthen the whole system. The 
fact that emergency legislation has permitted the discounting of 
this type of paper should not be used to justify the passage of a 
bill to make it a permanent feature of the system. This move 
would appear to legalize an evil rather than remove it. Through 
the loan of their funds for long periods, commercial banks are 
absorbing a function which they should not endeavor to absorb 
at all. Banks should not be called upon to supply funds for the 
capital market. We shall continue to have recurrent periods of 
bank failures just so long as the deposit function and capital cre- 
ation by banks are combined in the same institution. The evil of 
the old system certainly cannot be remedied or corrected by legal- 
izing the old faults. Such a move would even appear to weaken 
the Federal Reserve banks themselves.® 

Federal Reserve notes —Section 208 related to the issue of Fed- 
eral Reserve notes. The Glass-Steagall Act of 1932 made the 
notes virtually bond-secured notes and the proposed bill would 
have perpetuated this situation. The notes were to be obligations 
of the United States secured by a first and paramount lien on all 

6 There are two schools of thought on this matter of separating the deposit and 
capital creation functions of commercial banks. The position which I have taken 
must remain somewhat arbitrary in statement, both at this point and in later parts 


of the paper, since it is not the purpose of the present article to investigate the far- 
reaching implications of the monetary theory to which I adhere. 
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the assets of the issuing bank. The 40 per cent gold certificate 
cover was maintained. This section recognized the mistaken idea 
of the framers of the original act of 1913—that the amount of cur- 
rency and the amount of credit are positively correlated—when it 
permitted government bonds as collateral for notes in addition to 
gold and commercial paper. 

Reserve requirements—In section 209 the Federal Reserve 
Board was given power to change the reserve requirements of 
both demand and time deposits of member banks in all classes of 
cities. This provision gave the Board an additional weapon for 
controlling credit expansion. If the operations of the Open-Mar- 
ket Committee were not sufficient to curb speculation, the Board 
could increase the reserve requirements and force the member 
banks to withdraw their funds from the market, and if employed 
in this manner there would be no question of the ability of the 
Board to stop a boom. 

The contentions of those who advocate a discretionary mone- 
tary management are held by many monetary theorists to be 
quite without foundation. The claims for a “managed currency”’ 
seem to them quite out of keeping with the possibilities of realiza- 
tion. The introduction of a discretionary element in monetary 
and banking relationships is certainly not consonant with the har- 
monious operation of a free enterprise system in which money and 
credit function automatically rather than arbitrarily. The advo- 
cates of a “managed currency” seem to have an erroneous opinion, 
based on a simple quantity theory of money, that a rising price 
level always tends to cause an increase of production, and a falling 
price level a decrease in production. The steady if not falling 
price level in the United States during the twenties, accompanied 
by unprecedented business activity and credit expansion, goes un- 
explained by them. There is also a more subtle weakness in their 
whole position, namely, they assume they know where “normal” 
is. It is essential to their position that they be able to locate “‘nor- 
mal” if they are to recognize movements away from “normal” and 
bring control techniques into play. The notion seems to be that 
the sole effect of money on our economic organization is through 
its effect on the general price level. There is an implied assump- 
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tion that if the wholesale price level (or some other series, say cost 
of living, or consumers’ income, or others) remains unchanged, 
individually, that that level is the “natural” or “normal”’ level. 
And further, there is an assumption that the individual price- 
level disruptions of the various series are of no consequence in de- 
termining a monetary policy. The indexes most frequently sug- 
gested as guides for monetary action record an average condition, 
a price-level condition for an individual series. An increase in this 
average does not imply that all the elements in the general price- 
level situation have increased. It is easily possible that the greater 
number of individual price series have decreased. The monetary 
control measure which would be put into operation to decrease 
the one series, since its effect would be general, would, ceteris 
paribus, still further distort the other series. The individual price 
average might be brought back to some arbitrarily selected “nor- 
mal,” but the individual differences between that and other series 
might actually be accentuated.’ There are too many unanswered 
questions in monetary theory for us to place our faith blindly in 
monetary and economic control as a means of solving our social 
and economic problems. The idea that economic and social prob- 
lems can be solved in the same fashion as problems in arithmetic 
is quite childlike in any event. 

Real estate loans —Section 210 dealt with real estate loans. It 
provided that loans secured by first liens on real estate might be 
made by any national banking association, including improved 
farm land and improved business and residential properties. The 
amount of the loans was not to exceed 60 per cent of the actual 
value of the real estate offered for security; however, 75 per cent 
of the value of the property might be loaned if the loans were to 
be completely amortized within a period not exceeding twenty 
years by monthly, quarterly, or annual payments. The amount 
of such loans which a bank might make should not exceed an ag- 
gregate sum equal to the paid-in capital and surplus of the bank, 
or equal to 60 per cent of the time and savings deposits, whichever 


7 E.g., if wholesale prices were stabilized there would be no assurance that real 
estate prices, or stock-market prices might not go through the same gyrations they 
did in the twenties. 
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was greater. This did not involve a new type of loan but relaxed 
the limitations on real estate loans. It was hoped that this would 
open up the real estate market and perhaps encourage construc- 
tion. It was held by Governor Eccles in the House hearings that 
$10,000,000,000 of the people’s savings were tied up in member 
bank deposits, and it was necessary and proper that a part of 
these funds be in long-time undertakings. He went on to say, 
“The separation of commercial banking from savings banking 
may be theoretically desirable, but it cannot be accomplished in 
this country without disrupting existing machinery, while the 
need for increased activity in building is urgent.” This statement 
presents the general tenor of the bill. Here is a bad situation! 
We can’t do anything about it! Let’s legalize it. 


TITLE III 


The rest of the bill was included in Title III. The provisions of 
this title would have invoked technical changes in our banking 
law of a noncontroversial nature. For example, a provision that 
a holding-company affiliate, which is a holding company by acci- 
dent and is not engaged in the business of holding bank stock, 
should be exempted from the requirement of obtaining a voting 
permit. Another example was the provision that member banks, 
for the purpose of calculating reserve requirements, should be al- 
lowed to deduct from gross deposits the amounts that were due 
them from other banks rather than be allowed to deduct these 
amounts only from the deposits they held for other banks. The 
existing provision has often resulted in injustice to country banks, 
which hold no deposits of other banks, and were, therefore, unable 
to get the benefit of the deduction which city banks could make. 
There was also a provision intended to simplify the section of the 
Clayton Anti-Trust Act in regard to interlocking bank directorates 
and to facilitate the administration of these provisions by the 
Federal Reserve Board. 


CRITICISM AND DEFENSE 


The most severe criticism of the bill came from those who re- 
sented the increase in control over monetary and economic affairs 
by the government. They took issue with the implication scat- 
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tered freely throughout the bill that the capitalistic, free-enter- 
prise, competitive order has passed, and that the government 
might just as well start its work of control in the new order. 

Before being too hasty to build on the grave of the supposedly 
dead capitalism it would perhaps be well to make sure that such a 
corpse has actually been interred. Some of the peripheral ele- 
ments of the capitalism of the middle of the nineteenth century 
have disappeared, been modified, or changed, but the essential or 
foundational elements still remain. Institutions, habits of thought 
and action, and the general philosophic outlook of whole nations 
of people cannot be changed by bland assertions that the old 
order has passed. The free-enterprise system cannot be main- 
tained, however, if legislative measures are continually passed 
which are contrary to a laissez faire policy and which are framed 
on the assumption that we no longer subscribe to the principles of 
laissez faire. Measures of this type strike at the heart of capital- 
ism; against the continued successful assaults of those who urge 
control of certain economic institutions, it cannot continue. 

A laissez faire policy does not imply that the government shall 
do nothing. Quite the contrary, it requires that the government 
have a definite and positive program. It is the duty of the govern- 
ment, if a free-enterprise system is to continue to exist, to see that 
the necessary legal and institutional framework is set up and 
maintained in which competition may effectively operate and the 
market carry out its proper function. There are several functions 
which the government alone can and must carry out. If a true 
do-nothing policy toward these functions is pursued by the gov- 
ernment the destruction of the free-enterprise system will result. 
It is the positive responsibility of the government to control the 
circulating medium.* It is the function of the government to pre- 
scribe by legislation a definite, inflexible, comprehensible mone- 
tary policy which shall be followed at all times. It is the further 
function of the government, once the policy has been determined, 
to see that it is administered. No “monetary control” should be 


§ For an analysis of other positive functions cf government under a laissez faire 
policy see Henry C. Simons, A Positive Program for Laissez-Faire, Public Policy 
Pamphlet No. 15, University of Chicago Press. 
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permitted of a discretionary nature, but the government should 
merely provide for “‘control” in the administration of the policy 
within the rules laid down in advance. The lack of “rules of the 
game” in the past and the usurpation by private banks of the 
government’s function of supplying circulating medium makes 
one marvel that the capitalistic system has been able to carry out 
its function as well as it has. 

The Eccles Bill recognized the need of controlling the circulat- 
ing medium—the supply of money and credit—but it failed to set 
up any definite intelligible rules (policies), and it further provided 
for a discretionary management in monetary affairs. 

Another source of opposition comprised those persons who 
feared that the bill would open the door to inflation. This would 
seem to have been a needless fear, since the door was already 
open. At the most, the bill would only have made permanent a 
status quo which the anti-inflationists regarded with apprehension. 

Against these opponents, the sponsors of the bill argued that in 
times of stress the old system had always broken down; that at 
those times the government had gradually been forced to assume 
a large part of the banking function; that in times of stress the 
governments of the world had never kept their hands out of mone- 
tary affairs; and that it would be impossible to insulate the bank- 
ing system against the effects of the government’s fiscal policy. 
Thus they say let the control and formation of policy be placed 
squarely where it belongs and where those who wield the power 
can be held accountable. 


Ill 


The Banking Act of 1935 is so different from the original bill as 
to be almost unrecognizable. Especially is this true of Title IT. 
Business and bankers generally gave a sigh of relief when the bill 
in its modified form was finally passed. Business Week said at the 
time of passage: 

Conferees left enough of Carter Glass’ handiwork in the bank bill to 
make it a fairly respectable measure. If there are provisions the banks would 
have preferred omitted, that was the cost of getting their unlimited liability 
under deposit insurance supplanted by a fixed one-twelfth per cent of de- 
posits. There is no central bank, no asset money, such as originally proposed 
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by administration forces. The Federal Reserve Board gets more authority 
but likewise more responsibility, including that of telling the world, through 
annual reports to Congress, just what it does to influence credit and why.® 
Or again, the special committee of the American Bankers Associ- 
ation on the Banking Act of 1935, in a letter to its members, 
stated: 

Although many extreme measures pertaining to banking were introduced 
during this session, none of those which threatened serious danger to sound 
banking prevailed. We believe that on the whole the Banking Act of 1935 
is an acceptable piece of legislation. Title I of the bill as enacted affords a 
practical plan of operation for the Federal Deposit Insurance Corporation, 
and the assessment of one-twelfth of one per cent is as low as seemed prac- 
ticable at this time. While some of the provisions of Titles II and III will 
not be entirely satisfactory to various groups of our members, it must be 
borne in mind that legislation of this sort is inevitably the result of com- 
promises and adjustments, but we feel that the new law is basically sound 
and merits confidence on the part of the banks."° 

The immediate effect of the Banking Act of 1935 upon the 
average bank will come through its relations with the Federal De- 
posit Insurance Corporation, in the control of its reserves by 
“The Board of Governors of the Federal Reserve System,” and in 
more liberal rediscount and loan privileges at Federal Reserve 
banks. The general effect of the new law is to liberalize banking 
practices in many lines at the cost of more rigid and comprehen- 
sive control. Not only banking business as a whole, but also all 
individual banks are brought within the scope of this new federal 
law. As between an extremely powerful Federal Reserve Board 
more or less independent of the banks but subject to possible po- 
litical control, and a system dominated largely by independent 
member banks, Congress has struck a middle course. A supreme 
court on banking is still a long way off, but the newly created 
Board is of a definitely more independent nature. 


TITLE I 
Federal Deposit Insurance Corporation —Title I of the Banking 


Act of 1935 provides for a quite different organization of the 
Federal Deposit Insurance Corporation from the temporary plan 


9 Business Week (August 24, 1935), Pp. 9. 
© Banking, Journal of the American Bankers Association (September, 1935), p. 40. 
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as provided by the Banking Act of 1933 under which it has been 
operating for the last eighteen months. It is also different from 
the permanent system which was provided in the original act. 
Under the Act of 1933 the Corporation’s capital consisted of 
Class B stock subscribed by the Federal Reserve banks in the 
amount of half their surplus, and Class A stock, of which $150,- 
000,000 was subscribed by the United States government from the 
treasury and the rest by the banks entering the insurance system 
to the amount of one-half of one per cent of their total deposits. 
The government and the insured banks were to receive any divi- 
dends earned by the Corporation, and the Reserve banks were to 
receive no dividends. 

Under the Act of 1935 the capital of the Federal Deposit Insur- 
ance Corporation is derived from two sources: first, the govern- 
ment is required to subscribe to $150,000,000 of the no-par value 
stock of the Corporation; and, second, every Federal Reserve 
bank is required to subscribe to the shares of the Corporation to 
an amount equal to one-half of the surplus of each bank on Janu- 
ary 1, 1933, half of the amount of the subscription due at the time 
the subscription is made. The remainder is subject to call at 
ninety days’ notice. The insured banks will own no stock in the 
Corporation. 

The management of the Corporation is to be vested in a board 
of directors of three members, one of whom shall be the controller 
of the currency, the other two appointed by the President with the 
advice and consent of the Senate. One of the appointive members 
shall be the chairman of the board of directors and not more than 
two directors shall be of the same political party. Each appointive 
member is to be appointed for a term of six years with a salary of 
$10,000 per annum payable from the funds of the Corporation. 

The Act follows the Eccles Bill in that it establishes a definite 
assessment rate of one-twelfth of 1 per cent per annum of total 
deposits to replace the irregular assessments under the act of 1933. 
By the new law the Corporation has become a deposit insurance 
company rather than a mutual deposit guaranty system. An in- 
sured bank pays a straight premium based, at least theoretically, 
upon the risk involved for the insurance of each deposit account 
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in the bank up to the $5,000 limit on each deposit, carrying out 
the requirement much the same as it would if it were buying in- 
surance of the same kind from a private corporation. The secre- 
i tary of the treasury is authorized to purchase obligations of the 
Corporation in an amount not to exceed $250,000,000 if the Cor- 
: poration needs these funds to carry out its insurance function. 
This amount may be doubled in effect if the Reconstruction 
Finance Corporation fails to purchase the obligations of the Cor- 
poration. In other words, there is a contingent aid by the treasury 
of $500,000,000. 

The membership of the deposit-insurance organization includes 
all members of the Federal Reserve System, and any non-member 
bank which has been a member of the temporary fund shall con- 
tinue in the permanent fund unless it elects to withdraw from the 
organization. Banks not now members of the insurance system 
may become members by joining the Federal Reserve System, or 
by submitting to examination, approval, and certification by the 
directors of the Corporation in the case of a state non-member 
bank. The factors to be investigated in the certification of both 
non-member banks applying for insurance and banks coming in 
through the Federal Reserve System (here the certification is by 
the controller of the currency) are as follows: 

The financial history and condition of the bank, the adequacy of its 
capital structure, its future earning prospects, the general character of its 
management, the convenience and needs of the community to be served by 
the bank and whether or not its corporate powers are consistent with the 
purposes of this section [Sec. 101, subsec. (g)]. 


Membership in the Federal Reserve System is not required for 
permanent membership in the insurance system now or hereafter, 
except that banks with deposits over $1,000,000 must join the Re- 
serve System by 1942 or lose their membership in the insurance 
system. Examination and supervision of insured banks by the 
Corporation will be on a level with that of the national banks by 
the controller’s office or through the Federal Reserve banks. In 
practically all essentials the insured non-member state banks are 
subject to the same rules as to loan-and-credit policy, rates of 
interest paid on deposits, persistence in unsound and unsafe bank- 
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ing practices, mergers and consolidations and the like, as member 
banks. 

If an insured bank, after written notice of the recommenda- 
tions of the Corporation based on a report of examination of such 
bank by an examiner of the Corporation, shall fail to comply with 
such recommendations within one hundred and twenty days, the 
Corporation has the power to publish any recommendations not 
complied with. Those parts of the recommendations which have 
been complied with are not to be published. Other subsections of 
this title relate to the technical means of handling the taking-over 
of closed banks by the Corporation, means of paying the deposi- 
tors, the collection of the obligations of the closed bank, and ac- 
tivities of this nature. 

TITLE II 

Title II contains the most significant provisions affecting our 
banking structure. Under this title are included the amendments 
to the Federal Reserve Act. We shall proceed with a section-by- 
section analysis. 

Officers of Reserve banks —Section 201 provides for the appoint- 
ment of a president and vice-president by the board of directors 
of each Federal Reserve bank. Such appointment is to be with 
the approval of the Board of Governors of the Federal Reserve 
System and for a period of five years. The president is to be the 
chief executive officer of the bank, and all employees are to be 
directly responsible to him. This provision does away with the 
dual arrangement involved in the positions of chairman and gov- 
ernor in each Federal Reserve bank. By making it clear that the 
executive officers of the local Reserve banks are to be selected by 
the local directors, the new law reaffirms the regional and au- 
tonomous character of the organization of the Reserve System 
which has been a feature of the system since its establishment. 
And by giving the Board in Washington power to approve or dis- 
approve the local boards’ selection every five years, the new law 
recognizes the responsibility also of the Board for the manage- 
ment of the Reserve banks. 

Admission requirements —Section 202 empowers the Board of 
Governors of the Federal Reserve System to waive requirements 
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relating to admission of banks to membership in the system when 
those banks are required to become members in order to partici- 
pate in the insurance system. Provided, however, that the 
Board of Governors may require the petitioning bank to increase 
its capital and surplus to such an amount as is deemed necessary. 
In the original bill there was no such suggestion for increasing the 
capital and surplus necessary for admission. 

Board of Governors of the Federal Reserve System—Section 203 
changes the name of the Federal Reserve Board to the Board of 
Governors of the Federal Reserve System, and the titles governor 
and vice-governor are changed to chairman and vice-chairman. 
The newly created Board of Governors of the Federal Reserve 
System is to be composed of seven members to be appointed by 
the president, by and with the consent of the Senate and for a 
period of fourteen years. The present Board is to serve until Feb- 
ruary 1, 1936, when the new Board is to take office. The first ap- 
pointments are to be for various periods, so that when once the 
Board is in operation not more than one new member shall be 
appointed in any two-year period. Not more than one member is 
to be selected from any one Federal Reserve district. In making 
appointments the president is to give due regard to a fair repre- 
sentation of financial, agricultural, industrial, and commercial in- 
terests, and geographical divisions of the country. The members 
of the Board are to devote their full time to their duties and are to 
receive an annual salary of $15,000, together with actual neces- 
sary traveling expenses. Any member who has served his full 
term of fourteen years is not eligible for reappointment. One of 
the members of the Board is to be designated by the president as 
chairman and one as vice-chairman to serve as such for a period 
of four years. This requirement that the chairman and vice- 
chairman of the Board are to be appointed for a fixed term of 
years, rather than at the pleasure of the president, gives these po- 
sitions a definite tenure. Members of the Board are ineligible to 
hold any office or employment in any member bank and are not to 
hold such an office until two years after the expiration of their 
appointments, except those who have served the full fourteen- 
year term. The Board of Governors must keep a complete record 
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of any action which it may take, or any action taken by the Fed- 
eral Open-Market Committee, upon all questions of policy relat- 
ing to open-market operations, and shall record therein the votes 
taken in connection with the determination of open-market poli- 
cies and the reasons underlying the action in each instance. The 
Board must keep a similar record with respect to all questions of 
policy determined by it, and submit this full account of its actions 
to Congress in its annual report. A requirement of this nature 
will undoubtedly lead to a quite conservative policy on the part of 
the Board. The requirement that a reason for any action must be 
given should reduce the trial-and-error practices concealed behind 
closed doors. Faith, hope, aspiration, crystal-gazing, and occult- 
ism will hardly serve as an acceptable basis for any monetary 
action. 

The new Board has thus been given additional powers, but has 
been more definitely separated from administrative control. 
There is no requirement that the men selected for the Board shall 
be bankers or know anything of banking or monetary theory. 
(There is, however, a good representation of bankers on the Fed- 
eral Open-Market Committee—five of the twelve members.) 
Conspicuous by their absence are the old ex officio members, the 
secretary of the treasury and the controller of the currency, 
whose present memberships terminate February 1, 1936. The 
president, in appointing his first Board, can select as members 
those whose opinions on monetary affairs are in agreement with 
his own. Once the system is established, however, with the rota- 
tion of terms the Board will outlast any president. Save for 
deaths or accidental vacancies, a president could change a major- 
ity of the Board only in the course of eight years in office. The 
salary of $15,000 and a term of fourteen years should attract a 
high-grade public servant. While not a supreme court of money, 
as some authorities have advocated, it is quite plain that the act 
provides for an organization that does go some distance in that 
direction. 

Loans to members —Section 204 permits Federal Reserve banks 
to make advances to any member bank on its time or demand 
notes having a maturity of not more than four months and which 
are secured to the satisfaction of the Federal Reserve bank. Such 
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a policy on the part of the Reserve banks is to be carried on under 
a set of rules and regulations to be prescribed by the Board of 
Governors. The rates on these loans are to be one-half of one per 
cent per annum higher than the highest discount rate in effect at 
the Federal Reserve bank on the date of the note. 

The provision in the original bill, whereby the Federal Reserve 
banks were to make loans to members on the basis of all sound 
assets, has been modified in the act as passed, as is indicated by 
the above provision. This will probably work out in practice in 
such a manner as to make it necessary that both the Board of 
Governors and the Reserve banks feel an emergency is present 
before such a policy is permitted. And further, once the emergen- 
cy is passed, the high loan rate will induce the member banks to 
again secure funds by rediscounting eligible paper. 

Federal Open-Market Committee—Section 205 creates the Fed- 
eral Open-Market Committee. The members of this committee 
include the members of the Board of Governors of the Federal 
Reserve System and five representatives of the Federal Reserve 
banks, making a committee of twelve members. The representa- 
tives of the Federal Reserve banks are to be elected annually as 
follows: one by the boards of directors of the Federal Reserve 
banks of Boston and New York, one by the boards of directors of 
the Federal Reserve banks of Philadelphia and Cleveland, one by 
the boards of Chicago and St. Louis, one by the boards of Rich- 
mond, Atlanta, and Dallas, and one by the boards of Minneapolis, 
Kansas City, and San Francisco. The meetings of the committee 
are to be held in Washington, D.C., at least four times each year 
upon the call of the chairman of the Board of Governors of the 
Federal Reserve System, or at the request of any three members 
of the committee. No Federal Reserve bank is to engage or de- 
cline to engage in open-market operation except in accordance 
with the directions and regulations adopted by the committee and 
given by it to the Federal Reserve Board. The activity of the 
committee in its open-market operations is to be governed “with 
a view to accommodating commerce and business and with regard 
to their bearing upon the general credit situation of the country” 
(subsection [c]). 

Section 206 separates the Reserve System from the fiscal ac- 
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tivities of the treasury, and closes at least one door to inflation, 
since it provides that government or government-guaranteed se- 
curities may be bought or sold only in the open market, not 
directly from the treasury. In the original bill the provision that 
government securities could only be bought in the open market 
was missing. 

Subsection (d) of this same section provides that rediscount 
rates may be fixed by the Reserve banks and must be announced 
every fourteen days subject to the approval of the Board. The 
Board also has the power to compel the Reserve banks to fix such 
rates as often as it deems necessary or desirable. The initiative in 
determining the rate, however, would seem to lie with the Re- 
serve banks. Statutory provision for periodic submission of the 
discount rates to the Board of Governors makes it incumbent 
upon both the Federal Reserve banks and the Board that such 
rates be reviewed at least every two weeks, and thus brings the 
discount-rate policy of the Reserve banks more effectually under 
the control of the Board. 

Changes in Reserve requirements.—Section 207 provides that the 
Board of Governors of the Federal Reserve System by a majority 
vote may change the requirements as to reserves to be maintained 
against demand or time deposits or both by all member banks. 
Such action is to be taken by the Board in order to prevent in- 
jurious credit expansion or contraction. Upper and lower limits 
on the amount of change were provided. The change must not 
reduce reserve requirements lower than the amount required to 
be maintained at the date of passage of the Banking Act of 1935, 
nor higher than twice such an amount. This provision clarifies 
and alters the authority of the Board of Governors over reserve 
requirements. Under the old law the reserve requirements could 
be changed only when an emergency existed owing to credit ex- 
pansion, and then only with the approval of the president of the 
United States. Now only four members of the Board need agree 
that a change is desirable for the change to be made effective. 

This power to alter reserve requirements is probably the most 
important change in the authority of the Reserve Board provided 
by the act. With the law as it previously was, the Reserve Board 
had little power of checking a boom so long as the member banks 
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had excess reserves. For instance, the present excess reserves of 
member banks would permit an expansion of possibly $25,- 
000,000,000 of bank credit before the slack would be taken up and 
the requirements become effective. Under this act the Board can 
double reserve requirements and wipe out to a large extent the 
excess and bring member banks’ credit immediately within con- 
trol of the Reserve authorities. There may be some difficulty in 
this connection, especially when some bank or banks which hap- 
pen to have less than their proportion of the excess reserves are 
forced to borrow from the Reserve banks should the requirements 
be increased. It was evidently felt, however, that it was only by 
rigid control of reserves that effective effort can be made to lessen 
the number and severity of booms and deflations. Between the 
powers over reserve requirements and the powers of the Open- 
Market Committee the Reserve authorities would appear to have 
rather complete control of credit volume. 

Real estate loans——Section 208 widens the limitations on real 
estate loans. National banking associations may make real estate 
loans secured by first liens upon improved real estate, including 
improved farm land, business, and residential properties. The 
amount of such a loan is not to exceed 50 per cent of the ap- 
praised value of the real estate offered as security, and no loans 
are to be made for a period longer than five years; except that 
such a loan may be made in an amount not to exceed 60 per cent 
of the appraised value of the real estate offered as security, and 
for a term not longer than ten years, if the loan is secured by an 
amortized mortgage under the terms of which the instalment pay- 
ments are sufficient to amortize 40 per cent or more of the princi- 
pal within a period of ten years. These loans shall not be made 
by the association in an aggregate sum in excess of the amount of 
its capital stock and surplus, nor in excess of 60 per cent of the 
amount of its time and savings deposits, whichever is greater. 

In this connection, the original draft of the act permitted up to 
twenty years’ maturity, while the act as passed provides for ten- 
year amortization loans. This arrangement gives a bank more 
protection against a “sour” loan and enables it to readjust its 
holdings of real estate at more frequent intervals. 

Section 209 relates to the controller of the currency, who is 
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to be appointed by the president, hold office for five years, and 
draw an annual salary of $15,000. 

From bill to law—Several provisions appearing in the original 
draft of the bill are noticeable by their absence in the act as 
passed. Under the original draft the president could practically 
change the Federal Reserve Board by appointing and removing 
the governor as he desired. Under the act the members have a 
secure tenure. A measure appearing in the original bill, but not 
in the act, was the provision for pensioning members of the Board 
after retirement age. It is regrettable that this measure was 
dropped. Most significant of all the omissions are the deleted 
sections relating to the issue of Federal Reserve notes. The act 
does not change the present status of the notes. They are still 
issued on the same basis—,o per cent in gold certificates and the 
rest in eligible commercial paper or government securities. 


TITLE III 


In Title III of the act, as in Title III of the original bill, there 
are many technical provisions relating to various aspects of our 
banking system. The provisions of the original bill appear in a 
form little changed in the act. But there are a few additional 
provisions of interest to be found in the act. The Banking Act of 
1933 terminated the double liability feature of the stock of na- 
tional banks issued after the passage of the act. The Banking Act 
of 1935 provides further that the double liability feature of previ- 
ously issued stock of national banks in business on July 1, 1937, 
may be terminated on that date, or any time thereafter, upon the 
giving of six months’ prior published notice. 

The new act also provides that the rate of interest payable on 
deposits in Postal Savings depository offices shall not exceed that 
which may be paid on savings deposits by member banks located 
in or nearest to the place where the depository office is located. 
The provision that deposits in Postal Savings depository offices 
may not be withdrawn except on notice given sixty days in ad- 
vance, or else without interest, is repealed, and a provision is 
added to the effect that interest shall not be allowed on any part 
of the funds to a depositor’s credit for any period less than three 











THE BANKING ACT OF 1935 51 


months. There are several other provisions of less general interest 
, and of a technical nature which we shall not itemize. 

In summarizing the effect of the Banking Act of 1935 it is evi- 
dent at once that the provisions introduced to change the Federal 
Reserve System are all within the traditional theory and philoso- 
phy of the original Reserve act. Where the Eccles Bill would have 
changed the whole nature of the System, the act of 1935 provides 
for modifications that are in keeping with the monetary philoso- 
phy of the System as it has been known since 1913. The Eccles 
Bill would have centralized control of our banking organization 
in the hands of a Federal Reserve board that would have served 
at the pleasure of the administration and that would have held 
the same ideas on monetary management as the president; the 
act of 1935 makes the Federal Reserve Board, and in effect the 
whole banking system, less responsible to, and less under the influ- 
ence of, the administration than it was before the passage of the 
act. 

The drive toward greater social control, of which the Eccles 
Bill was a move on the monetary front, seems to have been at 
least temporarily repulsed. From many angles there have been 
attempts to substitute a greater degree of federal control in Amer- 
ican industry for the free enterprise system of the past. In some 
fields the move has been thwarted by judicial rulings. In the 
monetary sphere, the legislature itself pushed back the assault 
with the Banking Act of 1935. 

















SALES ANALYSIS FROM THE MANAGEMENT 
STANDPOINT 


DONALD R. G. COWAN' 


HE analysis of consumption merges into that of sales when 

it undertakes to aid business management by revealing the 

demand of various consumer groups for standardized 
branded products. Sales analysis, however, leads inevitably to 
consideration of the marketing organization’s influence on re- 
gional consumption. Nowadays the consumer does not usually 
buy ham or bacon by grade or any automobile, radio, or piano 
offered in a chosen price class. The housewife requests or is sold 
a certain brand of ham or bacon, such as Swift’s Premium, 
Armour’s Star, Wilson’s Certified, or one of a number of other 
packers’ brands. The prospective purchaser makes a choice be- 
tween Ford, Chevrolet, and Plymouth cars, and, in fact, between 
most competing goods. Similarly, retail dealers frequently must 
choose to handle certain branded products. Under our competi- 
tive economic system, each marketing organization endeavors to 
influence directly, and through the retailer, the buyer’s choice in 
favor of its particular brand. In so doing, it may stir into action 
the latent demand of various consumer groups. It may also 
modify that demand by making the product more or less available 
in different localities and by exerting different forms of selling 
effort upon dealers and consumers. 

Ordinarily, the analysis of a branded product’s sales may be 
made more advantageously within the producing company. It re- 
quires an intimate knowledge of the organization and of its 
policies and problems. The confidential sales records and other 
necessary data are usually classified according to the selling areas. 
These areas attained their present shape because they were found 
most economical, considering the density of population, local and 
through freight rates, and many other conditions. Even when de- 


t Chief statistician, Commercial Research Department, Swift & Co., Chicago. 
52 

















SALES ANALYSIS 53 


sirable for analytical purposes, it is seldom possible to combine 
the sales of identical competing brands because the natural selling 
areas of the numerous competitors in an industry rarely coincide.? 

Perishable products and those having a reasonably rapid rate of 
consumption yield more readily to this type of analysis because 
they do not present the difficulty of varying regional rates of 
obsolescence in durable goods. Foods are convenience goods;’ and 
their annual sales to retailers in many cases coincide closely with 
their consumption, because their perishable nature and the risk of 
price fluctuations compel retailers to maintain a rapid stock turn 
by buying from hand to mouth.‘ Moreover, sales of this type of 
product are universally promoted to every geographical area ox 
consumer stratum. 

A national food distributor made a series of analyses of this 
type in order to learn to what extent varying geographic factors 
explain regional differences in per capita sales.s For instance, the 
sales of a branded product used for cooking ranged, during 1930, 
from 0.4 to 6.0 units per capita in thirteen general areas of the 
United States. Three important regional variables—percentage 
urban, percentage Negro, and advertising expenditures per capita 
—logically explain 66 per cent (R=0.8110) of the wide differences 
in its distribution. High values of percentage urban were associ- 
ated with low sales, while high values of the other two factors had 
the opposite effect. 

In the per capita distribution of a similar product in 351 smaller 
areas, 74 per cent (R=0.8591) of the variations were explained by 

2 See, for example, the printed lists of wholesale grocers, packers, and produce- 
dealers competing in the selling areas of Swift and Co. and Armour and Co., accepted 


as evidence by Judge Bailey, Supreme Court of the District of Columbia, in hearing 
the defendants’ petitions for modification of the Packers’ Consent Decree, autumn, 
1930. 

3 Melvin T. Copeland, Principles of Merchandising (1924), pp. 27-31, and “Rela- 
tion of Consumers’ Buying Habits to Marketing Methods,” Harvard Business 
Review, I, No. 3 (April, 1923), 282-89. 

4 Leverett S. Lyon, Hand-to-Mouth Buying (1929), pp. 304-20, 335-42, 355-57- 

5 In order to calculate per capita sales for this purpose, the population in each 
territory had to be ascertained and divided into “rural” and “urban.” This created 
a great many difficulties, especially where the boundaries of selling areas and of 
counties or states do not coincide. 
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eight factors. Low per capita sales were associated with high per- 
centages of foreign-born, Jewish, and urban population; while the 
opposite relationships existed with the following factors: per- 
centage of Negroes, hotel rooms per 1,000 people (as an imperfect 
measure of the transient population in each area), percentage of 
chain stores to total retail food outlets, and traveling salesmen 
per 1,000 retail outlets. 
CHART I 
TYPICAL SELLING AREA 
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In other studies concerning several hundred selling areas, the 
factors which seemed logical in the case of each branded product 
explained from 30 to 92 per cent of the variations in per capita 
sales, the more typical being between 60 and 70 per cent. In each 
case the unexplained balance may reasonably be due to undis- 
covered and unmeasured factors, including the varying quality 
of the selling effort put forth and those regional peculiarities less 
susceptible to statistical treatment. 

Although the per capita distribution of each product is af- 
fected by regional factors and conditions peculiar to it, there are 
at least four main types of reasons for territorial sales variation :* 


6 Three of these types were previously distinguished; see D. R. G. Cowan, “The 
Commercial Application of Forecasting Methods,” Journal of Farm Economics, 
XII, No. 1 (January, 1930), 155. 
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(a) The consumptive characteristics of the population in relation 
to each product, such as race, nationality, age, density, mobility, 
growth, buying power, and living conditions. (b) The competitive 
and merchandising conditions to be encountered. (c) The effort 
factors, including the quantity and quality of the selling effort 
put forth by the salesmen, advertising, and other promotional 
methods. (d) The price charged for the product, whether uniform 
or not, for all areas in relation to the responsiveness of regional 
demand. 

For example, the per capita sales of poultry in many areas of 
the United States are affected favorably by high percentages of 
such consumption factors as foreign-born, Negroes, Jews, tran- 
sient population, and income. They are affected negatively by 
special competition varying with the density of population, and 
by local surplus production. They also vary on account of differ- 
ences in the amount and quality of sales effort put forth relative 
to the population and the retail trade to be covered.’ Poultry 
prices are not uniform and, in consequence, affect the sales per- 
formance of each region. 

These different types of factors differ so much in their effect on 
each product that it is difficult to make a general evaluation of 
their importance. In one study, six consumption factors ex- 
plained 48 per cent of the sales variation, two merchandising fac- 
tors explained 3 per cent, and two effort factors 23 per cent. In 
a second study, on the contrary, the consumption factors ex- 
plained only 8 per cent, while the merchandising and effort fac- 
tors accounted for 30 per cent and 40 per cent, respectively. Sum- 
marizing in Table I these and the results of fourteen other studies 
of branded products, the averages obtained would indicate, in 
general, that consumption factors are first in importance, effort 
factors second, and merchandising factors third. However, their 
importance varies greatly for each product and firm, and several 
other reservations must be made. First the partial coefficients of 
determination upon which the measurements were based are not 
very dependable guides. Second, favorable consumptive factors 
may increase greatly the effectiveness of selling effort; and, while 


7 Cowan, ibid. 
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logarithms are used to allow for the effect of one factor upon 
another in relation to sales, they sometimes parallel each other to 
such an extent that separation is quite artificial. Third, the writer 
may not have been as successful in discovering and measuring 
merchandising factors. Fourth, the effect of varying quantity of 
effort, but not its quality, was measured in each case. Fifth, the 
unexplained portions of the sales variation, large in some cases, 














TABLE I 
COMPARATIVE IMPORTANCE OF THREE TYPES OF FACTORS 
Product Total Effect Consumption | Merchandising Effort 
(Per Cent) (Per Cent) (Per Cent) (Per Cent) 
Be, chau Romels ane eae 74 48 3 23 
ee ee Te 46 18 8 15 
ee gar amend kere ase 54 24 12 18 
Dicwivaetebapebade kes 39 13 16 10 
ERs eee er 51 29 10 2 
ee ene 53 22 4 27 
| OE OO ee eee 38 8 3 27 
Re dareesateduearkwss 51 23 4 24 
| ee ee rere 71 48 13 10 
Se nen ete eae 80 45 8 27 
a saan deka eae an eiae 74 39 ° 35 
Ree ae ee ee 53 27 8 18 
Re cumWnisn aidan er aacksis QI 21 40 30 
Ri dice da ues kts Kec 78 8 30 4° 
| RE Pe nee re eee 66 13 23 30 
Prt uekieg asec 61 27* 13* 24* 

















* Weighted by the total effects in the respective studies. 


may be due to unmeasured, undiscovered, or statistically un- 
measurable influences falling in any category of factors. 

Varying prices, distinguished as a fourth reason for regional 
sales variation, should be included in the last reservation, because 
they apply especially to many of the products but were not con- 
sidered in the studies. From one standpoint these prices may be 
regarded as a consumption factor. From another, they are a re- 
sult of competitive merchandising conditions. From still another, 
they are closely related to the effort factors. Sometimes higher 
prices may be obtained as a result of very effective effort in cer- 
tain areas. Again, their reduction by direct or indirect means may 
be the marketing organization’s method of increasing sales in some 
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regions as a substitute for, or supplement to, various forms of 
selling effort. Prices are reserved for later discussion. 

Now, the question arises whether an index of the comparative 
sales potentials should be based on the consumptive factors only 
or whether it should include all types of influences upon sales. 
The answer depends upon the purpose for which the index is to 
be used. If the desire is to compare the sales with the general con- 
sumption of that type of product in order to determine compara- 
tive regional performance and market dominance, the index 
should be composed only of the consumptive factors. In building 
such an index, the influence upon sales of all types of factors 
should first be measured. The consumptive factors may then be 
combined according to their importance, at the same time 
definitely eliminating the influence of effort and other non-con- 
sumptive conditions. If the average per capita consumption for 
the United States is known, this index may be used to estimate 
the consumption in each territory. Sometimes these estimates 
may be seriously in error because of the incorrect assumption 
that the consumptive factors pertaining to the product analyzed 
have exactly the same influence on the consumption of all similar 
products. Ordinarily, they constitute a yardstick of much prac- 
tical value because they indicate what consumption would be if 
consumers could be persuaded not to buy competitive products. 
The accompanying maps provide an illustration, the first map 
showing the regional sales of a closely related group of products; 
the second, their estimated regional consumption; and the third, 
the sales performance in each territory relative to estimated con- 
sumption (Chart II). 

These estimates of consumption may be used by management 
in appraising its present distribution of selling and advertising 
effort and in apportioning that effort in closer relationship to 
market possibilities. Chart III, pertaining to the same group of 
products, shows that while the variation in number of salesmen 
and local advertising expense corresponds in general to market 
possibilities, great differences exist in individual territories. For 
example, Territories D and N have many more salesmen and more 
advertising than their sales opportunities seem to justify, while 
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CHART II—Continued 











COMPARISON OF SALES WITH MARKET POSSIBILITIES, 1952 
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CHART III 


DISTRIBUTION OF SELLING AND ADVERTISING EFFORT 
COMPARED WITH REGIONAL MARKET POSSIBILITIES , 1932 
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territories C and L appear not to have enough. Apparently, also, 
there is a general tendency to overapply effort in potentially 
good areas and to neglect the others to too great extent. 

On the other hand, the index of sales possibilities should be 
composed of all types of measurable influences when the purpose 
is to compare the performance of the present regional sales organ- 
izations, considering the number of salesmen and the advertising 
expenditures as fixed in relation to the consumptive and competi- 

















TABLE II 
TERRITORIAL SALES PERFORMANCE RANKED ACCORDING TO TWO INDEXES 
RANKINGS RANKINGS 
Accorpinc To— Accorpinc To— 
TERRITORY TERRITORY 
DESIGNATION DESIGNATION 
Consump- Sales Consump- Sales 
tive Index Index tive Index Index 

aes wena eyes 17 22 eee 3 I 
Ri 55 ew Kale ion 24 18 errr 6 5 
_ ERAS ee 10 26 Seer 23 9 
ere 16 12 SRG oasis 26 25 
ae 8 19 eck ahae kates 19 2 
Rk oa hee aaiwi ei 2 4 eae ee oe 22 24 
errr 12 14 See ee 15 3 
ai oc widen saat 7 6 . SA eee 14 23 
_ Sea II 20 , eee I 13 
| aoe 5 10 Miia senteniean 9 8 
Madiacaa tar kews 18 7 . Sere 4 15 
ACRES ee 13 II Mk c hese ak aan 25 17 
ee 20 21 BE chetnee cao 27 27 
REG Se 21 16 























tive merchandising conditions in each territory. For this group of 
products Table II shows the ranking of sales performance based 
only on the consumptive index and that based on the sales index 
composed of the same consumptive factors and the number of 
salesmen and amount of advertising per 1,000,000 people. 

The two performance rankings are quite different. For ex- 
ample, Territory W ranks first in the ratio of its sales to con- 
sumption, but only thirteenth considering the amount of effort 
expended for the performance obtained. If the management in 
this territory had made the best use of the sales force and adver- 
tising provided, it should also have ranked first according to the 
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second index. Territory S may provide an opportunity for an 
increased sales force and advertising expenditure because it ranks 
second in making good use of this effort, although it is thirteenth 
in the proportion of its sales to consumption in the territory. In 
short, comparisons with a consumptive index imply that, if nec- 
essary, effort could be redistributed, while comparisons with a 
sales index infer that the regional amounts of effort are fixed and 
only their qualitative application may be improved. 


When the study of consumption is logically narrowed to 
products distributed by a marketing organization, it becomes 
necessary, from both theoretical and practical standpoints, to 
distinguish between the four types of regional influences upon 
product sales. Through some of these types, market management 
exerts a definite influence on consumption. From the standpoint 
of planning the sales program, it is important to discover all the 
reasons possible for the variability in sales rates. Regional per- 
formance compared to opportunity may be judged on the basis 
of the conditions encountered and the distribution of selling 
effort, as well as consumer characteristics and traits. But the 
merchandising conditions to be met and the effort put forth in 
doing so take many different forms. Regarding them, wise plans 
and decisions may be made by the sales management only after 
knowledge of their complex nature and tendencies has been ob- 
tained. From the social point of view, also, these phenomena 
should be studied because they contain some of the wasteful ele- 
ments of the competitive system. 


THE EFFECT OF MERCHANDISING CONDITIONS 


Merchandising conditions may be defined rather vaguely as 
those not directly associated with consumer characteristics or con- 
trolled by a marketing organization which may impede or pro- 
mote the selling of a product. Examples are competition of vari- 
ous firms, retail store systems pursuing policies of not buying cer- 
tain products, and boycotts of wholesalers by local retail associa- 
tions. Although aware of their influence on regional sales rates, 
many sales managers dismiss them as unmeasurable. In many 
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cases, however, a considerable degree of measurement is possible. 
From the management standpoint, too, it is worth while to ex- 
amine how far these tendencies follow a definite pattern so that 
business policies may be determined accordingly. Let us consider 
(a) competition and (6) chain food stores. 

a) Competition Competition, which varies regionally, should 
be considered in setting reasonable goals for the sales force and 
directing effort into more fruitful areas. Its intangible nature has 
often resulted in it being regarded as unmeasurable. In other 
cases, allowances for its influence have been made in purely arbi- 
trary fashion,* but these may tend to defeat the purpose for which 
they are undertaken. A distributor’s own weak sales organization 
may well be the reason for the apparent strength of competitors 
in a particular region. Conversely, the strength and momentum 
of an efficient sales force may make competitors appear weak. 
Under these circumstances, arbitrary allowances or estimates of 
competitors’ volume merely tend to explain the inverse variations 
in the distributor’s selling efficiency. 

A better basis for allowances is some objective measure of the 
relative regional opportunity to sell a product competitively. For 
example, the farm production of eggs provides first for home con- 
sumption, secondly for nearby town consumption, and finally for 
shipment to other areas. The distributive firm which buys these 
shipments finds it relatively easier to sell them in urban and rural 
areas where farm production is less important or nonexistent. 
Other things being equal, the same amount of effort will sell more 
eggs where they are not marketed directly from farm to retailer 
and consumer, and quotas should be set accordingly. With this in 
mind, the inverse effects of farm egg, poultry, butter, and pork 
production? upon a distributor’s sales were measured. An attempt 
was first made to estimate the farm surplus above farm needs in 
each case and express the surplus as a ratio to population. Defi- 
cits, rather than surpluses, frequently appeared and indicated op- 
portunities to sell to farmers. The resulting series, however, 


8 Arbitrary allowance would be necessary where local unions undertake to boy- 
cott the products of a marketing organization. 
9 U.S. Census of Agriculture, 1930. 
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proved to be less effective than a simpler one consisting of farm 
production per capita in each area, perhaps because farmers may 
report only their surplus to census enumerators. The increasing 
negative effect of this merchandising factor on branded poultry 
sales was observed between the years 1928 and 1931. Rising 
freight rates and lower prices may be the fundamental causes of 
this change. 

The number of creameries and cheese factories in each selling 
area relative to population proved to have no measurable effect on 
sales of branded butter and cheese. However, the number of laun- 
dry operators appears to be an effective measure of competitive 
resistance to washing-machine sales, correlating —o.58 for the 
four years, 1927-30, inclusive, and —o.49 for 1927, —o.59 for 
1928, —o.52 for 1929, and —o.47 for 1930. The decline in this 
factor’s effect in 1929 and 1930 may possibly be due to the dimin- 
ishing effect of an extensive advertising campaign carried on by 
the American Laundry Owners Association.” 

A more general index of butter competition was attempted. 
Sales supervisors were asked to grade their sales area on each of 
the following factors separately: (a) strength of local creamery 
competition, (b) strength of competition from chain stores selling 
butter, (c) strength of competitive peddler systems, (d) strength 
of competitive billboard advertising, (e) strength of competitive 
newspaper advertising, (f) strength of demand by retailers for 
anonymous tub butter offering large retail margins, (g) strength of 
competitive sales forces, (4) extent to which one or two other 
brands dominate the market, (j) strength of consumer demand for 
butter flavored differently. The index obtained by weighting and 
combining these ratings proved to be inversely associated (r= 
—0o.35) with the number of salesmen per 1,000 retail outlets, but 
it is not clear which is cause and which is effect or whether the 
association is due to chance. One may reason that where compe- 
tition in selling butter is abnormally great, the distributor tends 
to have fewer salesmen. However, many other products besides 
butter are sold, and the number of salesmen in each selling area 


xD. R. G. Cowan, “Regional Consumption and Sales Analysis,” Journal of 
Business of the University of Chicago, VIII, No. 4 (October, 1935), 372. 
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depends more upon the requirements in general than upon the 
situation relating to a particular product. 

The index was related inversely to per capita butter sales (r= 
—o.37 and part r= —o.27) and directly to percentage of urban 
population (r= +0.28) and total urban population (r= +0.53) 
in each area. The respective relationships of percentage urban 
and total urban population to butter sales per capita were —0.06 
and —o.40, indicating that competition in butter sales, as a whole, 
is somewhat more intense in trading areas where the absolute 
number of urban population is large. 

This tendency may be due, in large part at least, to the nature 
of the marketing service rendered by a distributor. By handling 
a wide variety of products such as beef, pork, ham and bacon, 
butter, cheese, eggs, poultry, soap, and many miscellaneous items, 
the large sales volume enables the selling units to operate eco- 
nomically in relatively small centers of population and to require 
the salesmen to canvass the retail trade in both headquarter towns 
and smaller places near by. In the larger cities this branch- 
jobbing service meets competition from many organizations of a 
different type, such as those which distribute Blue Valley butter, 
Kraft cheese, and Mickleberry sausage. They specialize in a few 
products and obtain volume enough for the economical mainte- 
nance of asales force and necessary facilities. These same firms can- 
not afford to enter the small towns and must intrust the selling 
of their product to food jobbers, who sell at a disadvantage in 
competition with branch houses." 

There is evidence to support this view. First, retail meat- 
dealers who divide their purchases among many companies for the 
avowed purpose of retaining healthy competition pursue this prac- 
tice to a somewhat greater extent in large cities than in small 
towns.” Second, the total sales volume per capita and the gross 
margins per hundred units are somewhat larger, on the average, 
in country sales areas, possibly indicating less keen competition. 
Third, the proportions of urban population in one packer’s sell- 

« Fred E. Clark, Principles of Marketing (1922), p. 179. 


% Howard C. Greer, Scattering of Retail Purchases (Institute of American 
Meat Packers), p. 5. 
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ing areas are directly associated with the number of competi- 
tors per 10,000 people.** Fourth, the combined circulation of fif- 
teen national magazines is directly associated by states with per- 
centage urban (r = +0.24), but in seven out of ten cases studied 
the circulation of individual magazines is inversely associated 
with this factor.* Fifth, most automobiles are negatively corre- 
lated with electric railway mileage, on account of the competition 
of this and other forms of transportation in cities. The exceptions 
are those automobiles which, for various special reasons, are sold 
mainly in urban areas." 
TABLE Ill 


REGIONAL DISTRIBUTION OF COMPETITORS, 
ASSOCIATED WITH PERCENTAGES OF 
URBAN POPULATION 











a Competitors 
Percentage Urban per 10,000 
Areas 
People 

a ee ee 17 2.0 
0 ee eee 22 2.7 
ES A 17 3.8 
re 25 3.0 











b) Chain food stores.—In the retailing of foodstuffs, chain stores 
have grown to greater importance in some areas than in others. 
At first the sales rates of many branded foods were inversely re- 
lated to regional chain-store growth because the policies of pro- 
ducing companies favored independent-store distribution and be- 
cause chain-store systems developed private brands or exercised 
a choice between those brands already well established. Gradually 
this relationship has changed as manufacturers were compelled to 
adopt new policies and as chain-store organizations have learned 

*3 In July, 1930, the names and locations of local and outside meat competitors 
in each Swift and Co. selling area were compiled for the hearing on the Packers’ 
Consent Decree, before the Supreme Court of the District of Columbia. From this 
information the total number of competitors per 10,000 people was determined for 
81 branch-house areas. 

4D. R. G. Cowan, “Regional Consumption and Sales Analysis,” Journal of 
Business of the University of Chicago, VIII, No. 4 (October, 1935), 352. 

8 [bid., p. 356. a 
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to appreciate the importance and ease of retailing well-established 
brands. Consequently, chain stores use fancy brands as “lead- 
ers,” while the volume of sales under their own private labels 
have been greatly increased by price appeal. In the selling of 
bacon, for example, certain well-known high-quality brands are 
used for display; but the sales volume of the second-grade bacon, 
sliced and often sold under private label, has increased much more 
rapidly, partly as a result of the depression, partly on account of 
improved second quality, and partly through growth in the im- 
portance of chain stores. In some other cases examined, the in- 
creasing importance of chain stores and of corporate effort to 
develop chain-store sales has manifested itself since 1928 in the 
tendency of regional per capita sales to become less inversely or 
more directly related to the regional importance of these retail 
outlets. 

Because different regional chain-store systems are tending to 
choose this or that brand for more concentrated effort, the per- 
centages of chain stores in different sales territories do not fully 
reflect the importance of this merchandising factor. From the 
standpoint of sales planning, a better understanding of this factor 
may be gained by studying the influences determining the relative 
geographic importance of this factor. (See note to this section.) 

Benefit arises from knowing that the efficiency and economy of 
the chain-store method of distribution varies directly with the 
density of population and that other factors modify chain-store 
importance in different areas. The belief that future growth would 
not be haphazard but would tend to conform to the tendencies 
already displayed has caused the remodeling of distributors’ 
selling organizations to meet chain-store needs, with the result 
that sales of their products in urban areas have improved. Else- 
where, selling methods may not require as much change in order 
to continue successfully in obtaining a share of the relatively 
smaller chain-store business. 


While other merchandising conditions might be analyzed, these 
brief discussions of competition and chain stores indicate certain 


%6 Federal Trade Commission, Chain Stores: Chain Store Leaders and Loss 
Leaders, Senate Doc., No. 51, pp. viii ff. 
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general conclusions. First, geographic variation in merchandising 
conditions affect the sales performance of a selling organization. 
Second, the sales of a given product may be affected by a regional 
merchandising factor not related to other products. Third, these 
factors may themselves be resultants of a complexity of variable 
influences. Fourth, there are merchandising conditions peculiar 
to many areas which are qualitative in nature. Fifth, changes in 
merchandising conditions and in a distributor’s policies to meet 
those conditions may affect the sales of a particular product, and 
indeed the total consumption of related products. 

It follows that, in analyzing sales, allowances may be made for 
some of these factors, and measurements of the independent ef- 
fects of consumer variables may thereby be improved. Since near- 
ly every product has its own characteristics, these merchandising 
conditions modify its consumption and should, therefore, be con- 
sidered in the budgeting of its sales by areas. The distributing 
organization may also be affected and may modify its methods 
to the extent that the merchandising condition may acquire a 
different importance in relation to the product. Through study, 
these conditions tend to become better understood and to be given 
greater consideration in sales planning. 

Norte.—About a decade ago, packers became aware of the concentration 
of chain stores in metropolitan areas as the problems of selling to them 
arose at city branch houses. The belief that chain-store growth was less 
rapid in rural areas was confirmed by compilations of independent chain 
grocery stores by states, counties, and cities, July 1, 1928,” and by the more 
complete data for all types of stores in 1930 and 1933." The direct relation- 
ship of the concentration of population to chain-store distribution is shown 
in Table IV for all types and in Chart III for grocery and combination 
stores. 

It appears that, in passing from sparsely to densely populated states, suc- 
cessive equal percentage increases in population density are accompanied 
first by small relative increases in chain-store importance, then by very 
rapid increases, and finally by less rapid increases. One may recognize the 
resemblance to a typical growth curve. 

These tendencies may reasonably be expected. To be successful, a chain- 


17 Curtis Publishing Company, Sales Quotas, 1928-1929. 

U.S. Department of Commerce, Census of Retail Distribution, 1930, special 
bulletins; Census of American Business: Retail Distribution, 1933; “Chains and 
Independents by States” (mimeographed). 
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store system requires close supervision of the operations of the individual 
units of the chain. A dense population of considerable proportions makes 
easier the management of a group of chain stores because the stores are close 
together and, as a consequence, are easier to control and to supply from a 
central warehouse. 

These economies are given play in the tenfold increase in density from 10 
to 100 people per square mile, to an extent much greater than the tenfold 
increase from 1 to 10 in density. When the stores are farther away from 


TABLE Iv* 


RELATIONSHIP OF SALES THROUGH INDEPENDENT AND CHAIN 
STORES TO SIZE OF CITY 


485 Cities over 10,000 Population, 1929 














Single- — Sectional 
Store In- - and 
Cities with No. of a depend- Beale National Others 
: a ales Units ; (Per 
Population of— Cities ents Chains 
($000,000) (Per Cent) 
Per Cent) (Per 
Cent) Cent) 
1,000,000 and over.... 2 $ 3,118] 50.12 29.17 19.02 1.69 
250,Q00-I ,000,000.... 15 4,002] 50.44 19.72 19.11 1.73 
100 ,000-250,000...... 38 1,907} 66.79 15.93 16.73 .55 
50,000-100,000....... 47 1,709} 66.14 17.03 16.22 .61 
3O,000-50,000........ 64 1,439) 68.51 16.21 14.76 .52 
10,000-30,000........ 319 2,930} 71.99 14.00 13.16 .85 
Total all cities..... 485 | $15,106) 62.50] 19.44] 16.90] 1.16 























* U.S. Department of Commerce, Domestic Commerce, A pril 20, 1931, p. 113. Based on data from 
U.S. Census Retail Distribution, 1930. 


headquarters, as would be necessary in states of low population density, 
supervision cannot be as thorough, and delivery from warehouses as advan- 
tageous. 

On the other hand, the tenfold increase in density from 100 to 1,000 peo- 
ple per square mile brings a somewhat smaller increase in the relative im- 
portance of chain stores because, in all probability, the possibility of econo- 
mies in retailing are offset to some extent by resistances arising from efficient 
independent dealers and from consumers preferring their services." 


19M. M. Zimmerman, “Why Chains Won’t Monopolize Distribution,” Printers’ 
Ink Weekly (Mar. 19, 1931): “. . . . There is a limit to the profitable expansion of 
achain..... The large national chains . . . . instead of increasing their number of 
units ....have been reducing them..... We are inclined to believe that the 
answer is ‘personnel.’ . . .. The chain can control the mechanism of its tangible 
property, but so far it has not developed methods properly to organize and control 
the human cogs in its intricate machine of retailing so that they function without 
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Besides population density, other influences determine the importance of 
chain stores in different localities. In one test comprising 2,967 counties nine 
factors were considered in their relation to the percentage chain of total 
grocery stores as of July 1, 1928, but five of these seemed so unimportant that 
they were omitted from a second test.”° 

The effects of the four chosen factors may be summarized in the order of 
their importance: (a) Percentage of urban population: Urban conditions 
are more favorable to the development of chain stores because the stores are 
closer together and easier to control and supply from a central warehouse. 
(6) Income tax returns per 100 population: Greater percentages of chain 
stores are to be found in the wealthier communities. (c) Percentage of farms 
located on concrete, macadam, or gravel roads: Relatively more chain stores 
are to be found in the better farming communities. (d) Percentage of foreign- 
born population: Chain stores are relatively less numerous in predominantly 
foreign-born sections. 

In the main these results are confirmed by other students of chain-store 
development.” By contrasting key areas, one investigator has found certain 
other factors limiting chain-store growth besides racial resistance and low 
incomes, namely, the traditions of older slower-growing communities; 
topographical conditions making the carrying of groceries by pedestrians 
or automobilists more burdensome; and the opposition of a powerful retail 
merchants association and of old well-organized, aggressive co-operatives 
and younger voluntary chains.” Different legal and tax restrictions are also 


the burdensome cost of extra supervision and wasteful energy. . . . . For this reason 
it is questionable whether we will ever have consolidations or mergers of the larger 
national chains.” 

20 The percentages of chain grocery stores were expressed in natural numbers and 
in logarithms, and the resulting R’s were 0.5369 and 0.6181, respectively. In the 
second test, only logarithms were used, and R was 0.6014. 

* Professor James L. Palmer, “Chain Stores versus Independent Stores,” an 
address delivered before the National Wholesale Jewelers’ Association, June 5, 
1929 (mimeographed); also in an address delivered before the National Association 
of Teachers of Marketing and Advertising, meeting at Washington, D.C., Decem- 
ber 28, 1929. 

In the first, the speaker gave the chief reasons for concentration of chain-store 
activities in the eastern states as “density of population, high purchasing power, 
excellent transportation and communication facilities, and the relatively “‘deper- 
sonalized’ character of community life in the industrialized sections.” 

In the second, he illustrated the effect of foreign-born population upon the chain 
store by pointing out that, in Chicago, grocery chains rarely serve the Jewish, 
Polish, Italian, Lithuanian, Bohemian, and Slavic population groups, but do con- 
siderable business with the German and Swedish elements. 

22 Ewald T. Grether, ‘““Market Factors Limiting Chain Store Growth,” Harvard 
Business Review, April, 1932. 
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in this category. Concentrated buying by voluntary chains has grown to 
such a point that they constitute a new merchandising factor rather similar 


to chain stores in effect. 


THE EFFECT OF SELLING EFFORT 


It has been shown that different regional expenditures of 
selling effort affect the sales of individual products. As was indi- 


CHART IV 


RELATIONSHIP OF CHAIN GROCERY STORES TO PCPULATION DENSITY 
(By States, 1933) 
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cated in Chart III, those expenditures tend to conform to market 
possibilities?’ but in individual cases display considerable mis- 
alignment. While there appears to be an opportunity for bringing 
about a better distribution of effort, a market index based on con- 
sumptive and merchandising factors should not be the sole guide 
in such a redistribution. In fact, management must consider 
many factors centering about costs, results, and profit. For this 


23 See p. 61. 
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reason, directed effort probably always will be an important de- 
terminant of the regional sales rates of branded products. 

Passing over the regional consumption and sales possibilities 
to which extensive reference has been made, let us consider other 
economic elements in the problem of placing salesmen. Manage- 
ment seldom requires salesmen to confine their effort to selling 
one product. Economy arises from handling a related “‘line”’ of 
goods possessing sufficiently common characteristics to enable 
their sale to many similar buyers. Perishable and semi-perishable 
food products provide an excellent example because they may be 
stored, shipped, and sold to retail food-dealers through the facili- 
ties and salesmen of a single marketing organization. Obviously, 
the proper number of salesmen in each area depends in part on the 
combined sales possibilities of all the products. Under these cir- 
cumstances some products may be given more or less selling time 
than their sales possibilities warrant. Salesmen, of course, may 
tend to shift their selling time to the products which sell more 
easily in their particular territories on account of greater sales 
opportunities or their own ability and preference. This, in itself, 
may cause misalignment of effort with respect to the regional 
sales possibilities of particular products, thereby affecting the 
corresponding sales rates. 

Sales management must also contend with the tendency to 
diminishing returns from the selling effort expended on the entire 
line of products. This tendency is exemplified in Chart V, which 
shows the close relationship between the per capita weight of all 
products sold and the corresponding number of salesmen working 
in the country portions of twelve selling areas selected because of 
their general similarity. Although greater sales are associated 
with more salesman, the relationship is curvilinear, because ordi- 
narily the territory with, say, five salesmen will not have five 
times the sales volume of a territory of equal population having 
one salesman. Likewise, the sales volume in a five-salesmen terri- 
tory will normally exceed that of a four-salesmen territory by an 
amount less than the excess of a four-salesmen territory over a 
three-salesmen territory. This tendency to diminishing returns 
is shown more clearly in Table V: 
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This illustration assumes that all territories possess equal possi- 
bilities. If the combined performance of all the products relative 
to their regional possibilities could be compared with the number 


CHART V 


RELATIONSHIP BETWEEN PER CAPITA SALES AND SALESMEN PER 100,000 PEOPLE 
Twelve Sales Areas, 1950 


Per Capite Seles (Unite) 





1.5 2.0 2.5 3.0 
Salesmen Per 100,000 People 


TABLE V 


RELATIONSHIP BETWEEN NUMBER OF SALESMEN 
AND VOLUME OF SALES IN TWELVE 
COUNTRY TERRITORIES 











. Annual Sales Marginal In- 
- No. of Salesmen per : “ 
200,00 Peaple Per Capita crease in Sales 
: (Units) (Units) 

rae aid are Wxation eradicate 6.4 6.4 

IO OM ee oe 12.6 6.2 

i i6 inate acre aa ee 17.2 4.6 

RC ee ey re 20.8 3.6 











of salesmen employed in the territories, the actual conditions 
under which diminishing returns take place would be more nearly 
approximated. 

Through practical experience, sales managers become aware of 
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this tendency; and in deciding how much effort may be profitably 
applied, they cause the sales rates of various products to be higher 
or lower than regional possibilities seem to justify. Of course, 
the more exact measurement of the tendency to diminishing re- 
turns is of great practical importance because, by translating the 
physical measurements into monetary terms, the management of 
a sales organization may see more clearly the most profitable 
basis of operation and strive for its attainment. A simple demon- 
stration is made possible by assuming four territories to be exactly 
alike in every respect except number of salesmen. In all four, 











TABLE VI 
THE EFFECT OF INCREASING THE NUMBER OF SALESMEN ON PROFITS 
(Hypothetical) 
Balance 
Gross Deduct for De- 
" Deduct Variable 
i alt Sales Profits Sal t nas frayment 
Territory _— Volume at $0.80 = a of Fixed 
Salesmen . $2,500 per| at $0.20 
(Units) per 100 Expense 
. Salesman per 100 
Units Units and for 
Profit 
Di enada coor I 640,000] $ 5,120 | $ 2,500 | $1,280] $1,340 
EEE EEE NE 2 1,260,000} 10,080 5,000 2,520 2,560 
ee eee 3 1,720,000] 13,760 7,500 3,440 2,820 
each orb Ah araaaee 4 2,080,000] 16,640 10,000 4,160 2,480 























there are 100,000 people, gross margins are uniformly $0.80 per 
hundred units, salesmen are paid an annual salary of $2,500 each, 
and variable selling expenses are $0.20 per hundred units. The 
results, based on the previously established relationship, are 
shown in Table VI. 

Since these territories are assumed to be exactly alike, the same 
curves of diminishing returns and profits may be obtained by 
adding to the number of salesmen in one of them and recording 
the volume and profits from one, two, three, and four salesmen. 
In territory A, for example, the third salesman, though causing a 
smaller increase in volume than the second, is worth employing, 
nevertheless, because total profits are increased. A fourth sales- 
man would increase sales volume by 360,000 units, but a loss of 
$340 would be incurred because the gross profit on this volume is 
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less than enough to cover direct expenses. Clearly, it is less profit- 
able to employ the fourth salesman. 

Although these country territories were selected because their 
similarity would reveal more clearly the tendency to diminishing 
returns, the vast majority of rural sales areas differ markedly in 
the characteristics affecting selling performance. After allowing 
for differences in total population by per capita comparisons, such 
factors include: the salesmen’s ease or difficulty in covering each 


TABLE VII 


COMPARISON OF EXPENSES AND VOLUME PER CUSTOMER-INTERVIEW IN THE 
RURAL AND URBAN PORTIONS OF A TYPICAL SELLING AREA 




















Per CALL 

City Country 

Cents Cents 
NS 55 diced ad casas kw evecare 22.0 33-5 
Gi elnd ca dan antieeaduennaarn 5.3 11.0 
Telephone and miscellaneous.....................- 0.4 4-7 
Dj .Jii takai kia neen aaa 27.7 49.2 

a nig iia dic nibs ween eu 65 148 











territory, depending on population, density, proximity of towns, 
topography, transportation, and other conditions; important rural 
racial groups having low purchasing power, such as are found in 
the South and Southwest; different types of farming and other 
rural occupations; varying local supplies of farm produce; and the 
differing ability of salesmen and effectiveness of various types of 
advertising. As a consequence, the diminishing-returns curve for 
country territories merely represents an average relationship 
which may or may not hold in a particular territory. 

When rural and urban areas are considered together, the prob- 
lem is still more complex. Some differences between country and 
city selling expenses and volume per customer-interview in a 
typical selling area are illustrative. 


[To be continued] 

















A RATIONALE OF CORPORATE REOR- 
GANIZATION—Continued 


GEORGE F. NICHOLS 


TILL another theory has been advanced: the “relative”’ or 
“income priority” theory. This proposed standard of fair- 
ness was advanced by Mr. Swaine and received rather 

lengthy treatment by Messrs. Bonbright and Bergerman.*’ Suc- 
cinctly stated, the theory is that security-holders will receive (1) an 
equal income claim, (2) with priority over new securities issued in 
exchange for the old junior securities. It should be observed at this 
point, however, that this theory furnishes no direct solution for the 
problem of a fair standard of value. Of course if lienholders are to 
receive absolute claims on earnings in lieu of their old interests, this 
would provide a fair plan. Since the immediate prospect of earn- 
ings usually requires that some part of an absolute claimant’s in- 
terests must be preserved by giving him conditional claims, the 
real problem, i.e., how much of a conditional interest in earnings 
he shall receive in return for sacrificed absolute claims, would 
seem not to be solved. It will be observed, however, that the first 
portion of this theory has been accepted as a correct theoretical 
proposition subject to further inquiry.** 

The second portion of the theory is directed toward giving an 
“equal claim on assets.”’ To give an equal claim on assets it is nec- 
essary to give the security-holder securities having (1) an equal 
principal claim as to former principal and accumulations on dis- 
solution or redemption and (2) priority over old junior securities. 
The first portion of this is easy to understand and simple to apply. 

37 Cf. Swaine, “Corporate Reorganizations: Certain Developments of the Last 
Decade”: “The rule as I see it, and as I believe it will ultimately be developed by 
the courts, is that the relative priorities of the old securities, senior to the most 
junior securities which continue to have any interest in the property, must not be 
inequitably disturbed.” Cf. also Bonbright and Bergerman, of. cit. (1928), pp. 
127, 131. 

38 See principle vii, p. 33. 
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Under any other rule the common stockholders might redeem the 
claims and thus deprive the security-holder of an interest to which 
he is rightfully entitled. The preservation of priorities is on more 
doubtful grounds, however, since it would in many cases succeed 
only in increasing the stratification of securities and therefore of 
imagined disputes.*® The preservation of priority is most certain- 
ly an ideal toward which reorganizations should strive, although 
in the individual case strict adherence to it may not be expedient. 
Shortly after the proposal of the “relative priority” theory it was 
advanced to the United States Supreme Court by counsel for a 
group of non-assenting bondholders and the court refused to upset 
the plan.‘° The wisdom of the refusal can hardly be challenged, 
but in cases where the company has a relatively simple financial 
structure (e.g., only two parties in interest, stockholders and 
creditors) courts might well adopt the position that priority should 
be preserved. Regardless of whether courts adopt such a rule, the 
preservation of priority is an “ideal” which should be steadily 
commended to reorganizers. 

A third theory, born of the depression, has arisen and presents 
the extreme development of debtor philosophy. While the posi- 
tion of this group of theorists is not quite clear, it seems to be pri- 
marily a negation of the prior interests of creditors in its entirety. 
The conclusion of the argument of this group appears to be that 
all losses in the value of the enterprise should be shared (in some 
vague way) by all parties in interest." While there is considerable 


39 See principle v, p. 30. 

4° Kansas City Ry. Co. v. Central Union Trust Co., op. cit. (1926), pp. 445, 456. 

# While the conclusions in this respect were not precisely clear to the writer, this 
seemed to be the position of Roger S. Foster in a paper on “Ideals” of the law of 
corporate reorganization read before a meeting of the American Association of Law 
Schools (1934-35), and soon to appear in the Yale Law Journal. Two “ideals” were 
counterposed: one the “practical ideal” and the other the “punitive ideal.” The 
punitive ideal was identified with the usual utterances of the courts. (Malapropism 
or word sorcery, the position of defending the designation of the exercise of clearly 
expressed legal rights as punitive is hardly an enviable one.) The practical ideal never 
quite emerged into full flower. If Mr. Foster’s position has not been accurately 
stated, the position (stated in the body of the paper) was adopted by Mr. Vold dur- 
ing the comments on Mr. Foster’s paper. (See the minutes of the reerganization 
meeting of the American Association of Law Schools.) 
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premise jumping, the usual major premise of their arguments is 
that “‘the bondholder is as much an ‘investor’ [in what sense is 
never precisely stated] in the enterprise as the stockholder.” It at 
once becomes clear that this is not a priority theory, but rather a 
“partnership” theory of the rights between classes. Likewise it 
becomes clear that this corresponds neither to the language nor to 
the ordinary understanding of such engagements.” The argument 
then descends (or ascends) to an “institutional’’ plane; i.e., that 
the judicial interpretation of corporate instruments should be 
changed so that losses are shared. Ordinary fairness would seem 
to require that this change should not be made retroactive (which 
it would be if directly adopted into the substantive law of reor- 
ganization), and that, if a proper reform, it should be made by 
statutory limitations on the issuance of securities. Unfortunately 
this theory, if carried to its logical conclusion, would seem to re- 
quire that the holders of limited claims be given a reciprocal right 
to share in “‘unexpected” profits, since the opportunities for inten- 
tional bankruptcy would be too great unless this were done. 
The only feasible method of accomplishing this result would be by 
limitation of long-term corporate credit to common stock—a not 
absurd conclusion which would, however, find many dissenters. 

The second frequently advanced argument leading to the same 
conclusion is that the intrinsic moral superiority, lack of informa- 
tion, and lack of funds dictate a protective public policy in favor 
of the holders of equities. No evidence has been brought forward 
to substantiate this argument, however, and, indeed, quite the 
reverse may well be true. The third argument tending toward the 
same general conclusion is that it is “immoral’’ for holders of firm 
obligations to insist on payment in a more valuable currency.* 
Other arguments advanced by this group are substantially the 

# It has frequently been asserted that although the bondholders generally regard 
their theoretical rights to be prior to those of other classes, they do not expect to re- 
ceive the full value of their rights. It should be noted, however, that this is a 
reiection on the judicial process and does not embrace the substance of the “part- 
nership” theory. 

43 This would seem to be a novel method of handling the problem of cyclical fluc- 


tuations in the price level, and one more reflection of the circuitous habits of the 
human mind. 
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more obvious manifestations of the arguments in the preceding 
disputes, but unfortunately do not necessarily lead to the conclu- 
sion that all losses should be shared. 

In reference to the amount of securities which persons con- 
tributing cash should receive, some theorists have intimated that 
the only measure of this is the amount which will serve to induce 
them to make a contribution. This has frequently been used to 
justify a liberal treatment of stockholders who apparently had no 
interest remaining.‘ In view of Canadian practice there is strong 
reason to believe that this is merely a rationalization.* It is sub- 
mitted, therefore, that the amount which a security-holder re- 
ceives would depend not on what would induce him to make a 
contribution but on how much his contribution will increase the 
earning capacity of the concern. This standard is as vague as 
“the amount which will serve to induce contributions,” but at 
least furnishes a more correct goal in distributing claims for con- 
tributed cash.” 

III. Management principle 
a) Control of the policies of the failed company will be vested in the 
senior class of security-holders not receiving income from their se- 
curities for the period that their claims are unmet. 
b) Members of the management not having a substantial interest in the 
enterprise will be replaced unless the actions causing the failure oc- 
curred prior to their incumbency. 


One of the postulates of business is that a person having an 
economic stake in the outcome of a particular venture will be 
more likely to see that it reaches a successful conclusion. This 
postulate manifests itself in many fields of business theory,*’ but 
with particular force in the field of financial organization. To ac- 
complish the result set forth in the first part of the principle it is 


4 Swaine, “Corporate Reorganization: Certain Developments,” etc. 

4s A. J. Buscheck, “Formula for Judicial Reorganization,” Col. L. Rev., XXXII 
(1932), 964, 970. 

Tt has been suggested that securities should be offered to senior interests and 
then to junior interests. Jbid. Such a formula still leaves open the question of how 
much should be offered to each of these classes. 

47 Thus, in theory of managerial organization, it is frequently asserted that re- 
sponsibility should be coextensive with authority (see L. C. Sorrell, “Organization of 
Industrial Traffic Activities,” Trafic World, XLVII [1931], 226). 
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not uncommon for corporate instruments representing interests 
not generally having a voting power (e.g., preferred stock or in- 
come bonds) to have a provision in them for accrual of voting 
power in the event that capital returns are not paid for a specified 
period of time.** Some provision such as this would seem to be a 
wise one to adopt into a reorganization plan.*? A proper application 
of this principle would apparently require that such control be 
vested regardless of the nature of the claim. Thus it would seem 
that in the Milwaukee Reorganization the bondholders, who were 
forced to forego interest for a period of two years, should at least 
have had the slim satisfaction of substantial representation in for- 
mulating the policies of the company. 

Inasmuch as voting control does not necessarily alter the “ac- 
tual” control of the policies of the company, since persons who are 
already directors or are sponsored by directors are usually the 
only ones able to solicit enough proxies to obtain a position on the 
Board of Trustees, some further principle is required if a change in 
voting control is to have any effect. Because a study of the causes 
of failure can offer no clue as to the responsibility of officers or 
directors for the failure, a sweeping policy must be adopted which 
will assure parties in interest that the old management will not 
again cause failure. Part } has been tentatively submitted to ac- 
complish this result. It is impossible to suggest any further stand- 
ard. Numerous persons have suggested that directors should be 
chosen from persons having a substantial stake in the outcome of 
the enterprise.*° While this may be a satisfactory principle for 
application to a successful company, it would hardly seem satis- 
factory for application to a failed company which, above all, re- 


48 Gerstenberg, op. cit., p. 105. 

49 Although there were other facts influencing the decision, one of the objections 
of the court in Chase National Bank v. The 10 East goth Street Corp., 238 App. Div. 
370, 264 N.Y. Supp. 882 (1933), to the proposed plan of reorganization was that it 
left control completely in the hands of the old common stockholders, despite the 
fact that the non-cumulative preferred stock, which the bondholders had to take for 
the reduced principal of their bonds, would probably not receive dividends for a 
period of ten years. 

s°L. D. Brandeis, Other People’s Money (New York: F. A. Stokes & Co., 1914); 
Lowenthal, op. cit.; United Railways & Electric Co. v. West, 280 U.S. 234, 255, 50 
Sup. Ct. 123 (1933); see below, n. 69, p. 39. 
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quires good management. It should be noted that an exception to 
the rule is stated when the actions which have caused the failure 
have occurred prior to the incumbency of the official in question. 
It did occur, however, in the Baltimore & Ohio Reorganization 
of 1895," and was purportedly the case with regard to Mr. T. G. 
Lee in the Armour Reorganization of 1934. 
IV. Obligation principle.—In cases of insolvency, contracts or leases, wholly 
or partially executory, may be accepted or rejected, subject to the ap- 
proval of a court.s 


The weight of authority favors the assessment of complete 
damages for the anticipatory breach of either contracts or leases.*4 
The distinction between contracts and leases is now generally con- 
ceded to be an archaic survival.*4 In like manner it is difficult to 
perceive any distinction between actual and anticipatory breaches 
which should affect the right of action of a promisee.’’ Unfor- 
tunately, until the enactment of Section 77B, both of these dis- 
tinctions appeared to be preserved and courts in some cases denied 
a full measure of damages to either holders of claims under execu- 
tory contracts or leases or both. Happily, with the enactment of 
this section, these purely formal distinctions have for the most 
part disappeared, although the distinction between contracts and 
leases has been preserved to the extent that damages for rejection 
of a lease have been limited to the amount of the rental for a 
period of three years. The reason for this distinction is difficult 
to perceive. Failure to give the landlord or promisee a full meas- 
ure of damages has led to many abuses in the past and may be 


st See Gerstenberg, op. cit., p. 753. 

5? See Bankruptcy Act, Sec. 77B, subdivision (c), clause 5. 

s3 E. E. Clark, H. E. Foley, and O. M. Shaw, “‘Adoption and Rejection of Con- 
tracts and Leases by Receivers,” Harv. L. Rev., XLVI, 1111; W. S. Schwabacher and 
S. C. Weinstein, “Rent Claims in Bankruptcy,” Col. L. Rev., XX XIII, 213; W. O. 
Douglas and J. Frank, “Landlords’ Claims in Reorganization,” Yale L. Jour., XLII 
(1933), 1003; Clark, “Contingent Claims in Receivership Proceedings,” Yale L. 
Jour., XXTX (1923), 481. 

54 Schwabacher and Weinstein, op. cit., p. 215, n. 6. 

ss G. K. Gardner, “An Inquiry into the Principles of the Law of Contracts,” 
Harv. L. Rev., XLVI (1932), 1, 14. 

s¢ Bankruptcy Act, Sec. 77B, subdivision (5), clause (10). 
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expected to do so any time in the future when it shall appear to be 

more profitable to become bankrupt than to meet the obligations 

incurred.%? 

V. Simplification principle —Parallel interests will be consolidated wherever 
claims are in an approximately equal income position and have liens of 
approximately equal value. 

One of the obstacles to successful reorganization in many cases 
has been the complexity of the financial structure. Each class is 
likely to regard every other class with suspicion. Frequently de- 
lays have been caused by imagined disputes between parties hav- 
ing almost identical interests.** This has led many financial writ- 
ers to regard simplification as one of the fundamental purposes of 
reorganization.*® The principle has its chief application in the 
consolidation of specific liens.*° Although such a readjustment 
need not take place at the time of reorganization, a convenient 
opportunity is presented. 

This principle has found its widest application in railroad re- 
organizations, because of the widespread use of mortgage bonds 
and the many consolidations by railroads. Complexity of financial 
structure has not been as common a malady among the so-called 
industrial and utility operating companies since combination has 
most often taken the form of the holding company, or the inter- 
locking directorate. In the relatively few industrial and utility con- 
solidations by amalgamation and merger, simplification has usu- 
ally taken place at the time of the consolidation. 


LIMITING PRINCIPLES 
Up to this point the principles have been of a theoretical na- 
ture, based upon the assumption that any factual deductions 


s? For an interesting example of this observe the unsuccessful attempts of Louis 
K. Liggett Co. to outmaneuver landlords (see Barrons, October 3, 1932, p. 13; 
November 14, 1932, p. 12). 

s8§ See Jameson v. Guaranty Trust Co., op. cit. 

s9 Gerstenberg, op. cit., p. 750; J. O. McKinsey, Financial Management (Chicago: 
American Technical Society, 1922), p. 516; Meade, “Railroad Reorganization,” 
Ann. Amer. Acad., XTX, 205. 

6 Although it would be equally applicable between two classes of common stock. 
Non-cumulative preferred stockholders would be fortunate if offered common stock. 








84 THE JOURNAL OF BUSINESS 


made by the person devising the plan have been accurately per- 
ceived. Lest the discussion depart too far from reality, it is here 
turned to some principles which might be relied upon to limit the 
possible application of the foregoing principles. Since it is impos- 
sible accurately to predict future earnings, it is impossible to de- 
termine with precision what will be “feasible” and still not so 
feasible as to deprive senior claimants unnecessarily of their lien. 
Therefore the following tentative principles are proposed as rules- 
of-thumb. They are based on general statements thought to be 
more true (by a safe margin) than their opposites. Inasmuch as 
they do not define precisely what is “fair” or “feasible,” they are 
most unsatisfactory. In the individual instance such a limitation 
might well be wrong, but over a large number of cases these prin- 
ciples would tend to reduce the number of unfair plans. The read- 
er may see fit to draw some legal conclusion. To suggest legal 
principles, however, has not been the avowed purpose of this 
paper. 

VI. Principle against the reduction of limited claims.—The obligation to any 
class of limited claims will not be changed if the earnings from ordinary 
operations at the time of reorganization are sufficient to pay current 
obligations to that class, or if the company has sufficient cash to pay its 
obligations without jeopardizing its cash position. 

It would seem that any class should not be subjected to pres- 
sure, direct or indirect (e.g., by an economic disadvantage, such as 
loss of priority, through failure to assent to a decrease in claims), 
to change the nature of their obligation if necessity does not re- 
quire it. This principle is best exemplified by two recent cases. 
In Chase National Bank v. 10 East goth Street Corporation,® the 
stockholders withdrew $268,657.81 for the benefit of affiliated 
corporations, as a consequence of which no money was available 
for payment of taxes or interest and amortization payments on 
the $5,373,500 of bonds outstanding. A receiver was appointed 
and during the receivership the corporation earned $360,000 per 
annum, net, or approximately 7 per cent on the entire bond issue. 
The plan proposed by the stockholders and assented to by 70 per 
cent of the bondholders provided for a reduction of the bonded 


& 238 App. Div. 370, 264 N.Y. Supp. 882 (1933). 
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indebtedness by 50 per cent, in lieu of which bondholders were to 

receive non-cumulative preferred stock ; a reduction of the interest 

on the bonds to 5 per cent; and a waiver of the withdrawn 
$268,657.81 and thirteen months’ interest. The common stock 
was to remain untouched, and the former management was given 

a five-year contract to manage the building at a guaranteed sum 

of $15,000 a year. A minority committee (12 per cent) objected to 

the plan and was sustained. While the ratio decidiendi of the de- 
cision was fraud, the extension of this principle as set forth in the 
foregoing statement would seem not unreasonable. In First Na- 
tional Bank v. Flersheim,® a plan for reorganization was proposed 
by stockholders even though the company had sufficient funds to 
meet all current obligations without jeopardizing its cash posi- 
tion. A group of minority creditors objected and was sustained. 

Certainly little justification can be found for a plan which requires 

the reduction of limited claims under such circumstances. 

VII. Principle limiting valuation —Value for the purpose of redistributing 
conditional claims in lieu of absolute claims will not be assumed to be 
greater than the nominal capitalization nor less than the conservatively 
capitalized value of current earnings from ordinary operations of the 
company. 

Since it is necessary for absolute claimants to receive claims, a 
prediction of earnings or a valuation is necessary. As already 
pointed out, courts have shown themselves loath to perform this 
task, preferring rather to leave it up to the parties in interest to 
decide such matters for themselves. As yet courts have advanced 
no standards by which the validity of the distribution may be 
tested when objected to by a minority or intermediate party. 
Since future earnings may conceivably vary from zero to infinity, 
there are, in a sense, no limits. The limits set forth above are 
suggested, however, as plausible limits which if observed would be 
accurate in the majority of instances. They are wide, and there- 
fore most unsatisfactory, but have the merit of furnishing some 
limits. The upper limit is based upon the conviction that there is 


6 It is impossible to calculate how many failures have been due to price manipu- 
lations by more sophisticated persons. 


% 290 U.S. 504 (1934). 
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no justification at the time of reorganization for supposing that 
earnings will exceed the earnings which served as the basis for the 
paid-in capitalization. The second and lower limit is based upon 
the ethical conviction that there is little reason to reorganize if a 
decrease in earnings is anticipated. 

Later facts in any recorganization will probably show that in 
most instances the truth lies at neither extreme. Even these lim- 
its are not always observed, however. They are most frequently 
violated, of course, where the absolute claimant is of the non- 
lienholding type, and some have attempted to justify this. 
Messrs. Bonbright and Bergerman, for instance, attempt to justi- 
fy this harsh treatment as follows: 


Second, the question may well be raised whether the correlative increase 
in the risk of intermediate securities, like preferred stocks income bonds, 
would not be a gain rather than a loss. Students of finance are fairly well 
agreed that the financial structure of our large corporations is far too strati- 
fied. And a reorganization policy that treats them roughly might have a 
wholesome effect of making them unpopular with the investing public in the 
future.™ 

This is a curious statement to find in a discussion purportedly 
devoted to justice. 

VIII. Principle limiting the amount of cash requirements—Cash require- 
ments will be limited to those uses 
a) Which provide reasonable assurance of increasing revenue at a rate 
greater than fixed rate of return. 
b) Which are necessary to provide working capital. 


c) Which are necessary to pay the expenses of reorganization. 
d) Which are necessary to pay non-assenters in cases of voluntary 


reorganization. 

Common sense would seem to dictate that additional funds 
should not be invested in the improvement of an enterprise unless 
the revenue from such additions exceeds the fixed charges. This 
becomes a more vital necessity when the amount thus invested 
may deprive members of senior issues of their priority or exclude 
junior issues from participation because of an inability to pay the 
assessment or purchase securities. Courts have taken cognizance 
of this and held that discrimination against members of a class 


$4 Op. cit., p. 159. 
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may be just as effective by an arbitrarily set cash requirement 
known to be prohibitive to the minority as by forthright exclu- 
sion.®> Unfortunately there is no qualitative standard defining 
that which is arbitrary and that which is not. In cases where fail- 
ure has been due to a shift in demand, it is almost imperative that 
ventures having a modicum of uncertainty must be undertaken 
(e.g., advertising, change in product, etc.). Naturally an increase 
in demand must be anticipated by a restoration of productive 
capacity and working capital to a point sufficient to meet the de- 
mand. No rules whereby this may be ascertained are available 
other than the exercise of reasonable discretion. Minimum re- 
quirements for carrying on the enterprise are easily determined, 
but no maximum limitation would appear to be possible. 


THEORETICAL PRINCIPLES 
IX. Combination principle.—If failure is caused by reason of competition or 
monopolistic control of elements of cost by those supplying the factors 

of production, some form of combination may be resorted to. 

Certain decisions having the outward appearance of causal 
analysis must be made by parties in interest. While disputes as to 
the validity of these decisions have purported to be predicated 
upon an analysis of causes, a close inspection of them discloses 
that the causal analyses are in most instances merely a means of 
rationalizing a decision which has been made before any close 
scrutiny of the facts. Actually, the precise effect of any one of the 
causes cited upon earnings cannot be measured. Thus, the only 
importance of such analysis is to disclose the necessary assump- 
tions regarding the facts indicated by any particular decision. 
While analysis of this kind can hardly parade under the guise of 
being scientific, an inspection of the decisions and the necessary 
assumptions is perhaps interesting. 

In most failures the enterprise which has failed must accept its 
new circumstances and disinvest or recapitalize. If, however, the 
facts indicate that failure has been due to peculiarities of its size 
and/or the size of other enterprises in the industry or supplying it 


% Southern Pacific v. Bogert, 250 U.S. 483; 39 Sup. Ct. 533 (1919); affirming 
Bogert v. Southern Pacific, 244 Fed. 61 (C.C.A. 2d [1917]). 
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with factors of production (labor, land, raw material, or capital 
instruments), another alternative is presented—combination. 
The legal form of the combination would seem not to affect the 
problem. Section 77B of the Bankruptcy Act recognizes amalga- 
mation, merger, and combination through the holding company.” 

Failures caused by competition (as opposed to a shift in de- 
mand for the product or service of the industry) for purposes of 
analysis fall into two categories: those caused by the strategic 
cost position of other firms because they more fully utilize their 
physical capacity, and those caused by pricing policies, frequently 
called “wolfish” competition, which (though rational from the 
competing firm’s point of view) tends to force the instant firm into 
insolvency. Failures caused by the superior cost position of com- 
petitors in the industry necessitate a fuller utilization of raw ma- 
terial through joint production of other products. Where com- 
bination is used to this end, it is usually called “circular,” and 
usually takes the form of either merger or amalgamation. If fail- 
ure is caused or anticipated by reason of pricing policies of other 
firms in the industry, integration, if resorted to, will take the form 
of combination with other firms in the industry, usually called 
“horizontal” integration. Whether the price competition be of 
the so-called “oppressive” sort (in which one dominant firm will 
sell a greater output than it ordinarily would with existing costs 
and demand) or whether it be of the so-called ‘‘excessive”’ sort (in 
which a number of firms of approximately equal size engage in a 
price war), the success of the combination will depend in major 
part on its cash resources. If competition is of the oppressive sort, 
resources must be sufficient to compete or convince the dominant 
firm that future returns will not compensate for present losses. If 
competition is of the excessive sort, the combination must be 
sufficiently large and have sufficient resources to establish it in a 
dominant position, and convince smaller firms that they must 
“follow the leader” in setting their prices. 

Failures caused by monopolistic control of elements of cost 
(which may be alternatively expressed “competitive buying”’) fall 


6 Subdivision (6), clause (9). 
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into two analytical categories: those in which the industry of the 
instant firm utilizes a substantial portion of the supplying indus- 
try’s output and those in which it does not. If the industry of the 
instant firm does not use a substantial portion of the supplying 
industry’s output, only one form of integration would seem to be 
available, the vertical type, in which the instant firm combines 
with some small firm or firms in the supplying industry, which can 
fulfil the instant firm’s needs. If the industry of the instant firm 
does use a substantial portion of the supplying firm’s output, 
either vertical or horizontal integration is satisfactory and there 
would seem to be little or no ground for preference. 

X. Disinvestment principle —If the enterprise is wholly or partially an eco- 
nomic failure, the enterprise, or so much as is a failure, will be dissolved 
in accordance with the following: 

a) Ifallor part of the property is worth more in another activity than the 
estimated future earnings in its present activity, it will be sold to an- 
other company engaged in that activity or transferred by means of 
capital solicited from security holders to that activity. 

b) If all or part of the property cannot be sold or economically trans- 
ferred to another activity, it will be liquidated by salvage or scrap. 


Perhaps the first decision in point of time which must be made 
in any reorganization is whether the enterprise will be continued, 
and if continued, in what form and for how long. If the enterprise 
over a period of time cannot earn more than the operating costs, 
i.e., direct costs plus depreciation, the enterprise, or that part of 
the enterprise which fails to do so, is economically unjustified, 
since it means that capital must be invested which will never be 
returned, let alone earn a return. It is frequently asserted that all 
corporations affected with a public interest have a duty to con- 
tinue to operate indefinitely. On the few occasions when this 
point has been directly involved (i.e., when the question before 
the court was that of experding more funds on an enterprise 
proved to be economically unjustified), this observation has been 
denied. It is difficult to perceive a distinction between the case 
where an entire enterprise fails and the case where only a portion 
of the enterprise has been shown to be a failure. Thus it would 


67 Central Bank & Trust Co. v. Cleveland, 252 Fed. 530 (C.C.A. 4th [1918)). 
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seem that where the entire marginal return on capital is imputed 
to that portion of the enterprise which has proved to be a failure, 
courts should permit disinvestment. 

The immediacy of dissolution will of course depend on the most 
profitable method of liquidation. If the concern is able in its 
present state of technical efficiency to earn part of its deprecia- 
tion, the best method would obviously be to continue to operate 
until its technical efficiency is so reduced for jack of maintenance 
that it cannot earn its direct costs. If it cannot earn its direct 
costs, nothing remains but to salvage or dismantle. 


LIMITING PRINCIPLES 
XI. Principle against infeasibility. 
a) The amount of claims having a lien will be reduced so that they do 
not exceed earnings at the time of formulation of the plan. 
b) The amount of absolute claims will not be increased at the time of 
reorganization. 

Despite the fact that courts have long been concerned with the 
“feasibility” of a plan, and Section 77B of the Bankruptcy Act 
adopts this as one of the requisites of confirmation of a plan,® no 
standard of feasibility has been adopted. The first part of the 
foregoing principle offers one possible standard. More often than 
not, lienholding claims should be reduced more than this. While 
in the individual instance earnings may subsequently prove that a 
much larger amount of lienholding claims might have been al- 
lowed, it is submitted that a practice which rests so completely on 
prediction is dangerous and would result in many unnecessary 
later failures if generally followed.’° 

6 Dismantlement introduces a further complication which will not be dealt with 
here. 

69 Subdivision (f), clause (1). 

7° An analogous principle was set forth by Commissioner Eastman in dissenting 
report in the Missouri-Kansas-Texas Reorganization, 76 I.C.C. 84, 108. “The public 
interest, I think, clearly demands that a reorganized property should begin its new 
career with a capitalization which will enable it, if that be possible, not only to keep 
clear of bankruptcy but also to attract the capital necessary for future development. 
In this connection, we might well state that in such cases we will not approve an 
issue of bonds in excess of one-half the property investment, unless it is clearly 


shown that such a limitation of funded debt is impracticable. A limitation of this 
kind upon bonds would have the effect, not only of curtailing fixed charges and 
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Second, it is submitted that the amount of absolute claims 
should not be increased in the course of reorganization. At first 
blush it would hardly seem necessary to discuss this seemingly 
commonplace proposition. If failure has been accompanied by in- 
solvency, reorganization has usually been drastic, since courts 
have been hesitant to release a corporation if it appears likely to 
have to make a new readjustment of its financial structure shortly 
afterward. Unfortunately, however, it has not been uncommon in 
cases of voluntary reorganization actually to increase the amount 
of absolute claims.” This situation is most serious, of course, 
when, as is frequently done in the course of combinations, opti- 
mism has resulted in a liberal exchange of absolute non-lienholding 
claims for claims having a lien. This has most often led to the 
necessity of a severe readjustment when the extravagant hopes 
are unrealized. 


XII. Principle of economy in disinvestment.—Disinvestment shall take place 
in such manner as will yield a maximum return. 


One of the most fundamental principles of equity is that he who 
seeks the extraordinary remedies of equity must stand ready to 
enforce his rights in the most equitable manner. Thus in cases of 
receivership or bankruptcy the court may direct a method of dis- 
investment and may also decide whether the property should be 
offered in gross or in parcels.” In similar manner it has jurisdic- 
tion of disinvestment in cases of dissolution where the company 
is not insolvent.7 
XIII. Uncertainty principle —Whenever the value of the company is affect- 

ed by a large degree of uncertainty which will disappear within a rea- 
sonable period of time, a final plan or judicial sale will be postponed. 


strengthening credit, but also of increasing the financial interest in the property 
represented by the stock which controls the management. This second effect, in my 
opinion, would be quite as important as the first. We might also state, I think, that 
we will not approve a new capitalization in excess of our best estimate of the original 
investment in the property. In many cases it should be lower.” 

™ Thus in the Wilson Co. reorganization of 1934 the accumulated preferred divi- 
dends were paid in additional preferred stock. 

7” In re Haywood Wagon Co., 219 Fed. 655, 659; 135 C.C.A. 391 (C.C.A. 2d 
[1914]); Quinton v. Neville, 154 Fed. 432; 83 C.C.A. 252 (C.C.A. 8th [1907]). 

73 Miner v. Belle Isle Ice Co., 93 Mich. 97; 53 N.W. 218, 223 (1892). 
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Equity has jurisdiction to conduct the enforcement of rights in 
the best interests of all parties.” Where facts affecting the value 
or valuation placed on the company are subject to an uncertainty 
which will shortly disappear, the judge in his discretion may post- 
pone the sale.” Since under Section 77B the court has power to 
determine whether and for how long a trustee should continue in 
possession, this power remains unaltered.” Thus when creditors 
of Middlewest Utilities recently sought confirmation of a plan 
over the objection of stockholders because they were accorded 
only a nominal interest, the confirmation was refused on the 
ground that the value of the holding company could not be ascer- 
tained until the interests of the company in seven of its operating 
subsidiaries, then in receivership or bankruptcy, had been ad- 
judicated. 


74 Magwood v. Butler, 5 S.C. Eq. 265 (1860). 
7s Leckie v. Marshall, Ont. W.N. 913; 10 Dom. L. Reports, 785 (1913). 
7% Bankruptcy Act, Sec. 77B, subdivision (c), clause (1). 
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The Supply and Control of Money in the United States. By LAUCHLIN 
Currie. (“Harvard Economic Studies,” No. 47.) Cambridge: Har- 
vard University Press, 1934. Pp. xvi+199. $2.50. 

This is a significant book, both because it constitutes an able chal- 
lenge to prevailing American views on important questions of banking 
and because its author is at present a technical adviser of the Federal 
Reserve Board. 

The supply of money in the United States consists, according to 
Dr. Currie, of cash in the hands of the public and demand deposits, 
including government deposits but excluding interbank deposits. And 
the velocity of money is the annual income of the people of the United 
States divided by the quantity of money. 

Dr. Cwrrie argues that it is most unfortunate that discussion of 
banking policy in this country has run so largely in terms of control of 
the composition and quality of bank assets and so little in terms of 
controlling the supply of money. He contends that our Federal Re- 
serve authorities, in particular, have conceived their task to be pri- 
marily that of the qualitative control of the earning assets of member 
banks, and have been skeptical of the importance and effectiveness of 
efforts at control of the supply of money. He charges the Federal Re- 
serve authority with a costly failure to pursue an aggressive easy 
money policy from 1929 to 1932. 

He condemns the notion, embodied in much of our banking legisla- 
tion and administrative practice, that the volume of money the com- 
munity needs tends to vary in the same direction and degree as the 
amount of bank loans to commercial borrowers. In particular, he states 
that “there is no theoretical justification for the attempt to tie [Federal 
Reserve] notes to commercial loans, as was done in the Federal Reserve 
Act” (p. 36); and that “even less justification, if possible, can be found 
for the restriction of deposit issue by a central bank to the discount of 
loans to commercial borrowers” (p. 37). He asserts that “if bank as- 
sets were confined to commercial loans . . . . there would be no reason 
why the decline in loans and the contraction of money should ever 
cease in the downswing of business” (p. 121). 
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Dr. Currie favors the abolition of reserve requirements behind cash, 
but suggests as a compromise that the reserve ratio for cash be reduced 
to that required for demand deposits. The present high reserve behind 
notes means that a large increase in the community’s demand for notes 
may force a contraction in the total supply of money. His ideal, how- 
ever, would be the abolition of banking on the fractional reserve 
principle, the complete separation of the function of lending from that 
of providing the supply of money, and the “direct government issue of 
all money, both notes and deposits subject to check” (p. 151). 

The study reflects competence in the analysis of banking statistics, 
and genuine theoretical insight. But it oversimplifies the problem of 
distinguishing for control purposes between what is money and what 
is not money, and it neglects the difficult, controversial, and crucial 
question of the proper objectives of a policy of control of the money 


supply. 
GARFIELD V. Cox 


University of Chicago 





